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SOME CURRENT ISSUES IN HUMAN RELATIONS 49 


Businessmen will welcome this forthright statement as a help in sorting out the claims 
for and charges against this new and highly controversial subject. 


® ROBERT TANNENBAUM, Professor of Person- 
nel Management and Industrial Relations at the Uni- 
versity of California, Los Angeles, is broadly experi- 
enced both as a planner and a trainer in many group 
development programs. He is the author and co-author 
of many publications dealing with human relations. As 
Head of the Human Relations Research Group at 
UCLA, he currently directs and participates in re- 
search on “sensitivity training,” which is designed to 
help people to feel differently in social situations, not 
merely to think differently about them. 


THE BATTLE OVER PROPRIETARY INTERESTS IN DEFENSE CONTRACTS 59 


Do regulations governing military procurement protect proprietary rights of defense 
contractors? The author believes the new regulations are at least a step in the right 
direction and explains why. 

®@ HAROLD C. PETROWITZ has had experience 


with Government contracts from both sides of the 
fence, as a project officer with the Department of De- 
fense and as Manager of Contracts with a company 
engaged in guided missile research and development. 
In addition to a background in science and engineer- 
ing, he holds the Master of Laws Degree with speciali- 
zation in Administrative and Constitutional Law. He 
is a member of the faculty of Business Administration, 
University of California, Los Angeles. 


SOME FOUNDATIONS OF ORGANIZATION THEORY 71 


This is a controversial article. It proposes that management-theorists concentrate less 
on devising “universal principles” about organization and more on finding out what 
specific techniques actually seem to work reasonably well in similar situations. 


@ ERNEST DALE is well known as an expert on or- 
ganization through his numerous books and papers on 
the subject and his active participation in the reorgan- 
ization of many large corporations. Having taken de- 
grees in economics at Cambridge University and at 
Yale, he is now Associate Professor in the Graduate 
School of Business and Public Administration at Cor- 
nell University, as well as a member of the boards of 
half a dozen companies. 
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85 ACCOUNTING RECONSIDERED 


Although this report on new directions for accountancy will be of particular interest to 
scholars, businessmen too will want to know about some recent trends in accounting 


theory which may soon be employed in the business world. 


@® RICHARD MATTESSICH, whose studies in eco- 

nomics and accounting have been published in six 

countries, was educated in Vienna, where he was for- ) 
merly a research associate of the Austrian Institute for . 
Economic Research. During the past twelve years, he The in 
has taught accounting and economics in Switzerland, decisic 
Canada, and the United States. He is now Associate 


Professor at the University of California, Berkeley. — 
is bece 
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CRAWFORD H. GREENEWALT 


A Political Role for Business 


The president of E. I. du Pont de Nemours & Co., Inc., en- 
dorses greater political participation by business . . . for “gov- 
ernment, like parenthood, requires personal attention.” 


The influence of “political climate” on business 
decisions is profound and far-reaching. The 
connection between business and government 
is becoming closer on both national and local 
levels. Perhaps the national climate is simply 
a summation of the various local situations a 
company encounters in its activities. A corpo- 
ration selecting locations for industrial expan- 
sion has many factors to consider, but, all other 
things being equal, one goes where one seems 
to be wanted and where conditions created by 
legislative power seem to give assurance of a 
fair attitude. 

The importance of the political climate on 
business decisions shows even more clearly in 
the light of the significant changes which have 
transformed the industrial picture in the last 
half-century. In contrast to a proprietorship or 
partnership, the modern industrial concern is a 
national institution with its ownership widely 
diffused, with its life extending into the indefi- 
nite future. An operating unit represents a 
highly complex technology requiring a heavy 
investment and a major effort in creating a 
trained staff. Unlike the simple plant of bygone 
days, it is difficult, if not impossible, to pack it 
up and move it elsewhere, no matter how un- 
favorable the local atmosphere may become. 

The political climate in which a new plant 
operates is thus a serious matter. Conditions 
at the outset are important of course, but atti- 


tudes can change very rapidly. It is the future 
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which must be considered, and whether it is 
good or bad will depend in some measure on 
whether the position of business is permitted 
to deteriorate through indifference or mis- 
understanding. 

To this extent, the current discussions of a 
more active role for business in politics may be 
regarded as a step forward. Too often, I am 
afraid that businessmen have approached this 
delicate area more in anger than in reason, with 
an air of conflict about them. Here, it seems to 
me, is dangerous ground. Politics is not an 
instrument of power; it is, first of all, an in- 
strument of persuasion, of communication. 
What one must remember is that the other ele- 
ments in the economic system which are ac- 
tively promoting their own causes have every 
right—and indeed every responsibility—for 
doing so. The cue for business is not to com- 
plain about others, but to add its own song to 
the chorus. 

For it is the blending of voices, not the ring- 
ing solo of any single performer, that has 
brought the United States to its preeminence. 
A harmonious balance among industry, agri- 
culture, and all other pursuits has been at the 
heart of the American economic system. Simi- 
larly, a consolidation of many diverse view- 
points has been the marrow of our political 
system. And the same need exists undiminished 
today in both categories, just as it has at all 
times in our history. 
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I’m not sure just who devised for the United 
States the slogan E Pluribus Unum, but it was 
a turn of phrase with prophetic significance. 
“One From Many,” or “Diversity Within 
Unity,” as we might say, has from the begin- 
ning been both a concept and a description of 
the nation. It signifies a union of sovereign 
states, and, in a larger sense, a congregation of 
divergent and often conflicting influences, 
social and economic, striving for position and 
demanding a voice, yet, in that very struggle, 
lending to our society a characteristic energy 
and vigor. In the American system this infinite 
variety—this “multiplicity of interests,” as 
Madison called it—has always been one of the 
major sources of strength. 

Unity is seldom achieved without struggle. 
Relationships have been known to wear thin 
between two people living in a single house. In 
contrast, we are a hundred and seventy-odd 
million human beings, representing all kinds of 
family backgrounds and origins, occupying a 
land mass larger than any heretofore inhabited 
by a single people with a common language 
and culture. All things considered, we have 
done well. The binding force which has always 
served to hold us together politically is inher- 
ent in what John Adams called a “balance of 
power.” 

Adams envisioned a balance of power as the 
most effective way in which the dissimilar in- 
terests of a democracy could be compromised. 
He foresaw that the pendulum of public opin- 
ion would swing first one way and then the 
other, the influence of the various groups pre- 
serving a reasonable equilibrium. The need to 
sift and consolidate and reconcile the claims 
and contentions of opposing interests synthe- 
sizes the essence of a national viewpoint. 

It is quite natural that, from time to time, 
the pressures exerted by one or another group 
should prevail, to the end that it will for a 
period enjoy an advantage. At one time in our 


history, business and industry became domi- 


nant and too little thought was given to the 


welfare of the working man. Quite properly— 
and quite inevitably—reaction set in and 
abuses were corrected, not always by law, it 
will be noted, but most significantly by the 
weight of the public conscience. If at times the 
farmer has suffered, his weight in the national 
councils at other times has gained in prestige 
and importance. Organized labor, from a posi- 
tion of little influence, has grown powerful 
and has seen the pendulum swing its way, all 
the more heavily in that the national unions 
take a very active part in political activities, 

So the steady progress of readjustment goes 
on. The swinging pendulum of public opinion 
has kept our society in balance. Should it 
swing too far in one direction, human intelli- 
gence has thus far served to restore a normal 
and moderate to-and-fro. 

In formalizing the political philosophy of 
the American system, the Constitution at the 
outset gave recognition to the fact that our so- 
ciety would always have minority groups, 
Wisely, it provided the guarantees which safe- 
guard the rights of minorities against oppres- 
sion by the more numerous and more aggres- 
sive. When such rights are assured, the balance- 
of-power doctrine curbs excesses and offsets 
efforts by any group to benefit at the expense 
of others. Anything else, John Adams warned 
in one of his most graphic sentences, was to 
‘commit the lamb to the custody of the wolf.” 

It is, of course, essential that, if a balance is 
to be preserved, the views of all parties be 
heard and considered. One of the present diff- 
culties is that business, in an era featured by 
shrill cries, all too often pleads its case in 
whispers. 

Why businessmen should have been diffident 
about speaking out, I can’t say. The reasons, I 
suppose, are as irrelevant as they are various. 
Regardless of cause, business has been far from 
active in its own behalf and has lost many a 
debate on public affairs simply by default. Had 
the privilege of a hearing been denied, the in- 
equity would have been evident and denounced 
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as an outrage. Yet, as Mark Twain once said 
about reading, there is little difference in effect 
between those who don’t and those who can’t. 

All decisions that are made in accordance 
with popular will and political credos survive 
to the extent that they retain public support. 
The Great American Public is frequently repre- 
sented rather unkindly as indifferent to all 
reason, susceptible only to the appeal of “‘self- 
interest.” Personally, I think this view does our 
electorate a considerable injustice. 1 for one 
am content to throw in my lot with the major- 
ity decision, and I believe that, by and large, 
the public’s verdict will be sound and just. But 
here, of course, there must be an essential pro- 
viso that the issue be clearly defined and that 
the voters be fully and completely informed of 
the facts. And it is here that business has the 
obligation and the duty to make sure that evi- 
dence is not withheld which would hinder the 
jury in reaching fair and equitable conclusions. 

So I am happy to endorse the principle of 
political participation by business people, for 
it is obviously essential that their point of 
view, representing the largest and most wide- 
spread influence in our national life, should be 
clearly expressed. At the same time, I think 
that participation in politics by business should 
be examined in the light of the proprieties and 
of realistic objectives. 

First, of course, is the question of what is 
implied by the term “business in politics.” Cor- 
porations as such are disenfranchised and are 
without political identity. In a partisan sense, 
they must remain among the noncombatants. 
It is, however, the corporation’s proper duty to 
oppose, through proper means, any action 
which threatens the property or the interests of 
its stockholders, to fight hard if the well-being 
of its employees is threatened, or if the success- 
ful continuity of its life comes under fire. The 
normal machinery of government provides the 


platform. Protests must naturally be consistent 





with the corporation’s role as a citizen—where 


safety of the community or of the nation is in- 
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volved, it is obviously necessary to compromise 
private gain with public good. But the corpo- 
ration has the duty to bring its position to the 
attention of the responsible authority. 

But it is the particular, not the general, 
which is the corporation’s proper sphere. It 
can perform effectively only in defense of its 
stockholders or employees as such. On many 
of the larger and more general political ques- 
tions, there can be no valid corporate position 
at all. It is unrealistic to presume that even a 
“business viewpoint” would be at all repre- 
sentative. Business in the United States is a 
community consisting of thousands upon thou- 
sands of wholly separate and wholly independ- 
ent establishments. It would be as difficult to 
achieve unanimity of opinion among them as 
it would be to reach a single conclusion among 
an equally large group of legislators or clergy- 
men or housewives. 

In a single corporation, all manner of opin- 
ions on many public questions may be found. 
For a corporation is, after all, nothing more 
than an aggregation of human beings, the sum 
total of the talents, the aspirations, and the 
characters of the human building blocks of 
which it is made. Its people are drawn from 
the same melting pot which supplies other 
trades or vocations. 

Thus, business people represent a cross-sec- 
tion of society: good and bad, fat and lean, 
shrewd and foolish, brilliant and tedious. Some 
enter business with broad cultural and intel- 
lectual interests, some have a sphere of refer- 
ence which is small. Whatever they are, they 
are individuals, with as wide a range of human 
traits as the race itself. In this connection, I 
should perhaps take note of a Congressional 
inquiry made back in 1810 into the morals of 
manufacturers. It is reassuring to read in the 
report that “there is no more vice among these 
people than among other classes of the popu- 
lation.” 

So there is no typical business personality 
and there can be no typical business view- 
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point. What successful business concerns do 
have to offer, however, is some able people; 
otherwise their businesses would never have 
succeeded. Whatever qualities brought these 
people to the fore in business are qualities 
which would commend them to notice in any 
activity. There are no personality or character 
traits, good or bad, which are exclusive to the 
business area: I know of no special aptitudes 
useful in business which would not be useful 
in government, in politics, or in life generally. 
In our business corporations, there are men of 
wide and varied experience who could, if they 
wished, make constructive contributions to 
government, advancing the interests not simply 
of business, but of public welfare in general. 

Obviously, men with business backgrounds 
cannot dissociate their experience from their 
general characteristics. Yet. in a political sense, 
businessmen should not represent business ex- 
clusively, any more than labor people should 
think only in terms of labor, and the farmer 
only in terms of agriculture. No business or- 
ganization escapes the adverse effects of a dis- 
rupted agriculture or of an undue penalty on 
labor. The realities as well as the equities place 
upon business people, as they place upon all 
others, the necessity of a broad national view- 
point. 

Rigid lines should be avoided also in the 
political area. I think it would be unwise for 
the business viewpoint to associate itself ex- 
clusively with one or the other of our two 
parties. Democratic or Republican, each party 
has a framework sufficiently wide for the full 
expression and advancement of opinion by any 
group. I should take small comfort indeed if 
matters of grave importance to the nation were 
decided solely along lines of party affiliation. 

Within this framework, open expression of 
views is essential, for neither business as an in- 
stitution nor business people as individuals can 
expect public support unless they are ready to 
let it be known what they stand for. Leadership 


rank comes only to those who show the capac- 


ity for leadership. This means the adoption of 
firm, positive, and affirmative doctrines readily 
associated with acceptable national objectives, 

Obviously, business can justify no special 
privilege—the corporate citizen deserves nei- 
ther more nor less at the hands of government 
than does the private citizen. And any corpo- 
rate program, or program of participation by 
businessmen, will fail if it conceives its proper 
purpose to be the seeking of favors or of any- 
thing relieving business of its proper obliga- 
tions. It can succeed only when its objectives 
are in accord with the highest ethical standards 
and its procedures are beyond reproach. 

Business, as it comes to the political arena, 
will perform its greatest service by restoring 
balance to the traditional American system. A 
list in any direction, if long protracted, brings 
distortions as well as inequities. A heavy thumb 
on the scales of justice, just as on the scales of 
weight, can only result in short measure for the 
customer. 

I am convinced personally that most of the 
current public reservations about business 
come from lack of contact, lack of information, 
and lack of understanding. I have the feeling 
that much of the hostility displayed by indi- 
viduals against business and business people 
might have been averted by closer association. 

Businessmen themselves cannot escape part 
of the blame for the division. They fall victim 
to their own prejudices, and they still have 
much to learn from those who have found 
careers in other fields, particularly in govern- 
ment. Any effective road to understanding will 
acknowledge an exchange of views and, I trust, 
of respect. Business people will find, as I have 
found, that the overwhelming majority of 
American public officials at all levels take their 
duties with extreme seriousness and discharge 
them with both honor and distinction. When 
we consider that many of them are, like our 
teachers, grossly underpaid and often more 


subject to abuse than to acclaim, it is astonish- 


ing that their record is so exemplary. The 
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business world might well study such devotion 


. to duty. 


Fortunately, a start is being made. Business- 
men are already beginning, I think, to see this 


' truth: Government, like parenthood, requires 
personal attention. They will come to see, too, 


another: There can be no delegation at any 


time of the responsibility to be responsible. 


There is a wise commentary in the works of 


_ Rousseau which applies quite appropriately: 


“As soon as the public service stops 
being the chief business of all citizens and 
is served with their money and not with 


their persons, the state is not far from its 


fall.” 
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I think, in conclusion, that a good look at 
politics on the part of business will be an illu- 
minating experience. I hope that, conversely, 
it results in a good look, and a well-directed 
look, at business by those in political life. On 
both sides, it can be said that, in the past, we 
have looked askance when we should have 
looked searchingly and well. If in this new ex- 
change of glances we can perceive where once 
we merely presumed, if we can achieve com- 
prehension where once we reached only con- 
fusion, then each of us can find, in improved 
understanding, a new strength, a new courage, 


and a new resolution for a better America. 





There was a time when it was commonly assumed that the American public was 
opposed to bigness in business. Nothing could be further from the current truth. 
The average American admires bigness and he particularly likes bigness in business, 
if there are present two all-important ingredients—genuine competition and a feeling 
that there is “full disclosure.” What the public is really fearful of is not bigness 


itself, but the potential misuse of the power that bigness makes possible. 


Elmo Roper 








W. L. CRUM 


The Changing Market for 
Tax-Exempt Bonds 


Many complex factors affect both the size and nature of the 
potential market for tax-exempt bonds. Of particular impor- 


tance now is the rising ratio of “take home” interest on tax. 
exempt to that on taxable bonds. Why has this ratio risen so 
sharply in recent years? What must be done to tap this chang. 


ing market? 


The analysis which a prudent investor makes 
in choosing between a tax-exempt and a com- 
parable taxable bond may have far reaching 
implications for the market for tax-exempt 
bonds. The purpose of this article is to examine 
some of the factors affecting his decision and 
how these factors in turn affect the marketing 
of tax-exempt bonds. 

Section I below first studies the investor’s 
choice between two bonds which differ only 
(1) 
whereas the interest on the other is exempt 


in that the interest on one is taxable 


from Federal income tax (it is assumed in most 
cases discussed below that both bonds are sub- 
ject to state and local taxes) ; (2) in interest 
rate—that is, the coupon rate when both bonds 
are priced at par; and (3) in the denomina- 
tions available for purchase. (If the lowest 
denomination available in one of the two bonds 
is higher than that in the other, the former is 
designated the “minimum denomination” in 
the following analysis.) In all other respects— 
degree of risk and other aspects of credit 
worthiness, date of maturity, callability and 
terms of call, frequency of interest payments, 


marketability, etc.-—the bonds are assumed to 
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be comparable in the opinion of the investor, 
Later in this section an analysis is made of the 
choice which exists (1) when the bonds also 
(2) 
when coupon rates are replaced by yields to 
maturity (and the prices of the bonds presum- 
ably differ). 


Section I] examines the implications of these 


differ in one or more of these respects; 


findings in terms of the market for tax-exempt 
bonds and the relations between the interest 
rates on tax-exempt and taxable bonds. By 
using figures which reflect the prevailing con- 
ditions and making assumptions which are 
tolerably realistic, the situation at any given 
time can be explained with fair precision. 
However, from time to time, sharp—even 
abrupt—changes will occur in such important 


factors as the schedule of income tax bracket 


rates, the amount of funds available for invest: ' 


ment in bonds, and the volumes of tax-exempt 
and taxable bonds coming on the market. Sec- 
tion III discusses some recent changes in the 


market and their general implications. The 


probable effects of these and similar changes | 


must be stated in broad terms, but the general 


direction of their impact is clear, and they are 


of great importance. 
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I. THE INDIFFERENCE 
LEVEL OF INCOME 


Let us assume that: (a). An investor and his 
spouse file a joint return for Federal tax; after 
all deductions and personal exemptions, their 
combined taxable income from all sources ex- 
cept the intended investment will be called the 
“prior taxable income.” (b) The intended in- 
yestment is $1,000, and will be committed en- 
tirely either to a taxable or to a tax-exempt 
bond. (c) Both bonds are of high quality and 
are comparable in the terms specified above, 
both are offered at par, and minimum de- 
nomination is $1,000. (d) The investment is 
made at or near the beginning of the year, and 
the full annual interest on both bonds is pay- 
able within that taxable year. (See Technical 
Note 1 for comment on points b and d.) 

Special illustrative case, for specified coupon 
rates. Suppose that the coupon rates are 4.6% 
on the taxable bond, and 3.5% on the tax- 
exempt. If the investor chooses the taxable 
bond, his annual interest is $46.00. If his prior 
taxable income is $8,000, that interest is tax- 
able at 260, the tax rate for a joint return in 
the $8,000—-$12,000 bracket under present 
Federal law. The tax on the interest is thus 
$11.96, and the interest net after tax is $34.04. 
This is $.96 less than the $35.00 of tax-free 
interest he could have received by choosing 
the tax-exempt bond. These figures remain 
valid if prior taxable income stands anywhere 
between $8,000 and $11,954. If prior taxable 
income stands above $11,954, some and per- 
haps all of the $46.00 of interest will be taxed 
ata rate above 26‘%, and the disadvantage of 
the taxable bond compared with the tax- 
exempt will exceed the $.96 found above. 

If the investor’s prior taxable income is 
$7,954, all of the $46.00 of interest on the 
taxable bond lies within the $4,000—-$8,000 
bracket, and is taxed at 22%. Tax is then 
$10.12, and interest net after tax is $35.88. 


This is $.88 greater than the $35.00 of tax-free 
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interest available by choosing the tax-exempt. 
These figures remain valid if prior taxable in- 
come stands anywhere between $4,000 and 
$7,954. If it is below $4,000, some and perhaps 
all of the $46.00 of interest will be taxed at a 
rate below 22%, and the advantage of the 
taxable bond will exceed the $.88 found above. 

For prior taxable income above $8,000, the 
investor loses by choosing the taxable bond; 
and for prior taxable income below $7,954, he 
gains by that choice. For prior taxable income 
at a point somewhere between $7,954 and 
$8,000, interest on the taxable bond, net after 
tax, exactly equals tax-free interest on the tax- 
exempt; and no preference then exists between 
the bonds. In the case under study, the point 
of no preference is $7,976. For prior taxable 
income at $7,976, $24.00 of the interest on 
the taxable bond is taxed at 22%, and the 
remaining $22.00 at 26%. Total tax is then 
$11.00, and interest net after tax is $35.00, 
which exactly equals tax-free interest on the 
tax-exempt bond. 

The prior taxable income—in the above case 
$7,976—at which the investor has no pref- 
erence between the two bonds, is called here- 
after the “indifference level of income,” or 
briefly the “indifference income.” If prior tax- 
able income is below the indifference income, 
the investor gains by choosing the taxable 
bond; if above, he loses by that choice. 

The critical bracket. The income bracket 
(among those in the tax-rate schedule) in 
which the investor’s preference shifts from the 
taxable to the tax-exempt bond will be called 
the “critical bracket.” In the case under study 
the critical bracket is $4,000—-$8,000. The in- 
difference income lies within the critical 
bracket and near its top boundary. (See 
Technical Note 2, for a rare exception.) For 
prior taxable income in that wide range of the 
critical bracket below the indifference income, 
the investor prefers the taxable bond; for the 
narrow range above the indifference income, 
he prefers the tax-exempt. In the present case, 








14 CALIFORNIA MANAGEMENT REVIEW 


the latter range is only $24.00 wide; and this 
is the portion of the $46.00 interest on the 
taxable bond which is taxed at the rate appli- 
cable to the critical bracket. In no case can the 
indifference income fall below the top of the 
critical bracket by more than the interest on 
the taxable bond. (See Technical Note 3, for 
the general determination of the indifference 
income.) In no practically realistic case can 
the interest on the taxable bond of minimum 
denomination be more than a very small frac- 
tion of the entire width of the critical bracket— 
just as $46.00 is a very small fraction of $4,000 
in the present case. 

Moreover, the investor’s prior taxable in- 
come, for the year in which the investment 
is made, will not be precisely known to him at 
the time. It is at best an estimate, derived from 
his estimates of income from other sources 
and of allowable deductions and personal ex- 
emptions. Such estimate is subject to a margin 
of error which can easily exceed the amount 
of interest on the taxable bond. Accordingly, 
for practical purposes, we may ignore the fact 
that the indifference income—to be compared 
with his best estimate of prior taxable in- 
come—falls slightly below the top of the criti- 
cal bracket. We therefore accept the figure at 
the top of that bracket—$8,000 in this case— 
as the approximate indifference income. (Here- 


after we will call the top of the critical bracket 


the “indifference income,” except when we 
specifically refer to the “true” indifference in. 
come. ) 

The determination of the critical bracket 
need not rest on test calculations, of the type 
shown above, of the interest net after tax for 
various values of prior taxable income. The 
critical bracket depends only on the tax-rate 
schedule, and on the ratio of the tax-exempt 
interest to the taxable interest. In the illustra. 
tive case, that ratio is 3.5/4.6, which is slighth 
.76. The ./6 and 


unity is .24; and the critical bracket is that 


over difference between 
bracket in the tax-rate schedule having the tax 
rate nearest below 24°. That bracket is 
$4,000-$8,000, with a rate of 22%. As soon 
as the critical bracket is determined, we can 
accept its upper boundary—in this case, 
$8,000—as approximately the indifference in. 
come. 

The advantage factor. If the investor’s prior 
taxable income stands in any bracket above the 
indifference income, he secures an advantage 
by choosing the tax-exempt bond; and, the 
higher his bracket. the greater the advantage. 
We will call the ratio, of the tax-free interest 
on the tax-exempt bond to the net. interest 


‘ 


after tax on the taxable bond. the 


‘advantage — 


factor.” Table 1 shows the computation of the 


advantage factor of each of six selected 


brackets. for the illustrative case. Here the in- 


TABLE 1 


Tue ADVANTAGE Factor oF A 3.5°%% Tax-EXEMPT Bonp OVER A 4.6% TAXABLE Bonn, FOR PRIOR 
TAXABLE INCOME STANDING IN SPECIFIED INCOME BRACKETS, FOR FEpERAL Tax Rates Cur- 


RENTLY IN EFFECT FOR JOINT RETURNS 


Income bracket 


Bracket tax rate 


Over But not over (a) 

$ 8,000 $ 12,000 .26 
20,000 24,000 .38 
40,000 44,000 .56 
100,000 120,000 75 
200, 000 300,000 .89 
400,000 ee 91 


ae ' 
* If prior taxable income stands within the top $46 of any bracket, the factor lies between the figure shown for that bracket a 
the figure (not shown here) for the next higher income bracket. 


Tax on Taxable interest Advantage 
taxable interest, after tax, factor,® 
| $46 X (a) $46 — (b) $35/(c) 

| (b) (c) (d) 

$11.96 $34.04 1.028 
17.48 28 .52 1.227 
25.76 20.24 1.729 
34.50 11.50 3.043 
40.94 5.06 6.917 
41.86 4.14 8.454 
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difference income is $8,000, and the advantage 
factor of the bracket immediately above that 
level is very slight. But the factors show a 
steady rise from that bracket to the top bracket 
(over $400,000), where the investor gets 
nearly 8! times as much “take home” income 
by choosing the tax-exempt rather than the 
taxable bond. Various intermediate brackets 
are not shown in the table; but, if all were 
shown, we should still find an uninterrupted 
rise in the advantage factor from the lowest to 
the top bracket. Once the investor’s prior tax- 
able income reaches into the top bracket, he 
derives no greater advantage, no matter how 
high his income. Within any one bracket, the 
advantage factor is fixed, except for a small 
range—$46.00 in this case—at the top of the 
bracket. (See Technical Note 4, for discussion 
of this small range.) 

The size of the advantage factor, as will be 
shown below, depends only on the bracket tax 
rate and on the ratio of the interest on the tax- 
exempt to that on the taxable bond. This ratio 
in the present case is 3.5/4.6, or about .76. For 
a case in which the ratio is higher than .76— 
in which the tax-exempt coupon is closer to the 
taxable coupon than 3.5 is to 4.6—the factors 
would be greater than those shown in Table 1; 
and vice versa for a ratio lower than .76. Any 
change in market conditions which brings the 
coupon rates of the two bonds nearer together 
increases the advantage of choosing the tax- 
exempt for an investor with prior taxable in- 
come in any bracket above the indifference 
income. 

The general case. We pass now from the 
special illustrative case to an analysis having 
greater generality, in which we use some very 
simple algebra. The assumptions stated at the 
beginning of this Section remain, except that 
(b) is changed from an intended investment of 
$1,000 to one of D, where D is the minimum 
denomination as defined above. The coupon 


rates are now represented by letters: R’ for the 


taxable bond, and R” for the tax-exempt; and 
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we define R as the ratio R’/R’. In the ensuing 
analysis, this ratio and also the two coupon 
rates and all relevant tax rates are assumed to 
be stated as decimal fractions instead of per- 
centages. We define T as the average rate of 
tax on the interest of the taxable bond when 
prior taxable income is at the indifference 
level—the true indifference income, and not 
the approximate value given by the upper 
boundary of the critical bracket. T is a 
weighted average of the tax rate in the critical 
bracket and that in the next higher bracket, 
and we will call T the “indifference tax rate.” 

Annual interest on the taxable bond is DR’, 
and that on the tax-exempt is DR”. If prior tax- 
able income is at the indifference level, tax on 
the taxable interest is DR’T; and net interest 
after tax is DR’ —- DR’T, which must exactly 
equal the tax-free interest, DR’. We thus have 
the equation: 

DR’ — DR'T = DR". 

The D cancels out of all terms of the equation; 
and, if we divide through all terms by R’ and 
remember that R is R’/R’, the equation be- 
comes: 


1-T=R 
which can also be written in the form: 
1-R=T. 


Either of these last two forms may appro- 
priately be called the fundamental equation for 
the indifference income. The first form gives R 
when 7 is known numerically; and this situa- 
tion is discussed, in terms of the market’s de- 
termination of the interest rate of tax-exempt 
with reference to that of taxable bonds, in Sec- 
tion II below. The second form gives T when 
the numerical value of R is known; and this is 
the procedure used above, in the illustrative 
case, to locate the critical bracket and thus the 
approximate indifference income. In that case, 
R was found as approximately .76, and there- 
fore T was .24. 

As D, the minimum denomination, is en- 
tirely eliminated from the equation, it has no 
part in determining 7. The determination of 
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T depends solely on R, the ratio of R” to R’; 
and the absolute levels of R’ and R’ have no 


part in determining 7, except indirectly 
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through their ratio, R. Thus, coupon rates on 
the tax-exempt and taxable bonds of 2.28% 
and 3% would also give an R of .76, and hence 
the same T and same critical bracket as in the 
above case. And these same results would also 
follow if the two coupon rates were 3.42% and 
4.5%, or if they were 5.32% and 7%. The 
money market could become tight, with a gen- 
eral increase in interest rates; but, so long as 
the ratio of the tax-exempt rate to the taxable 
rate remained unchanged, 7 and the critical 
bracket would not change. 

A simple generalized equation can also be 
found for the advantage factor, which we shall 
represent by F, Let ¢ be the tax rate applicable 
within any particular bracket. If prior taxable 
income stands at any point in that bracket, ex- 
cept a small range of width DR’ at the top of 
the bracket, the tax on the interest, DR’, of 
the taxable bond is DR’t, and interest net after 
tax is DR’ — DR’t. lf we divide this net interest 
into the tax-free interest, DR’, on the tax- 
exempt, we have the advantage factor, F. 
Hence, the equation to find F is: 

F = DR’ /(DR’ - DR’t). 

By cancelling the D in the right-hand fraction 
and by noting that R is R’/R’, this becomes: 
F=R/(1-t). 

In the illustrative case, R is approximately .76; 
and, if we are interested in the top bracket— 
over $400,000—where ¢ is .91, F becomes 
.76/.09, which is approximately 8.44. This 
differs slightly from the 8.45 result shown in 
Table 1, because the computation there in effect 
used the exact value of R, and not the .76 ap- 

proximation. 

The final form of the above equation shows 
that, for any fixed t, F depends only on R, and 
increases as R increases. The equation also 
shows that, for any fixed R, F increases as t 
increases; because, as ¢ increases, ]— ¢ de- 
creases, and a decrease in the denominator 


increases the fraction. As D was eliminated en. 
tirely from the equation, it has no part in 
determining F. But D does have a part in 
establishing the width, DR’, of the small range 
at the top of any bracket, where the above 
formula for F is not valid. Within that small] 
range, F rises steadily from its value in the 
very broad lower range of the bracket to its 
value in the next higher bracket. (See Techni- 
cal Note 4, for details on this point.) This 
top-of-the-bracket range, where F advances to 
the level prevailing in the next higher bracket, 
is always a very small fraction of the total 
width of the bracket. For practical purposes, 
we may ignore it, for the same reason which 
justified our replacing the true indifference 
income by the approximate indifference in- 
come identified with the top boundary of the 
critical bracket. The practical man can regard 
the F computed from the above formula as 
applicable to the entire bracket. 


II. IMPLICATIONS FOR THE 
EXTENT OF THE MARKET 


The foregoing analysis provides the founda- 
tion for a study of the extent of the market for 
tax-exempt bonds, and the interest rate that 
such bonds must have, in relation to the going 
rate on comparable taxable bonds, in order to 
attract enough buyers to absorb the supply of 
currently available tax-exempts.' To make such 
a study, we must consider not only the one 


hypothetical taxpayer described in Section |, 


but also various taxpayers filing various types | 


of tax return and having various tax rates ap- , 


plicable to the interest earned on the supposed 
investment in a taxable bond. For all of these 


taxpayers the fundamental equation gives 7, ’ 


the indifference tax rate, as soon as R is known. , 


T is a tax rate on the interest from the taxable 


‘For a more detailed account of the market for tax: 
exempts, and a considerably different analysis of the 
effects of tax exemption, the reader is referred to the 
forthcoming book by Dr. Roland I. Robinson, Postwar | 
Varket for State and Local Government Securities, to 
be published by the National Bureau of Economic 
Research. 


} 





bond 
equa 
If th 
other 
inves 
choo: 
tive t 
rate | 
the g 
the t: 
taxpa 
bility 
may } 
below 
shall 
two ci 
need ¢ 
attent: 
are ay 
those | 
other | 
assum 
like th 
receive 
bond | 
whethe 
Inve 
types « 
to inco 
the ley 
buying 
tically 
in choc 
are: pe 
institut 
The ca 
estates 
tions sj 
on thei 
guided 
Status ¢ 
aries’ p 
differen 
exempts 


C orp 








tal 


the 


ard 


nda- 
t for 
that 
‘oing 
er to 
ly of 
such 
> one 


on I, 


types | 
CS ap- } 


posed 
these 


ves T, ! 


nown. , 


axable 


for tax 
; of the 
1 to the 


Postwar | 


ities, to 
conomic 


bond such that net interest after tax exactly 
equals the tax-free interest on the tax-exempt. 
If the two bonds are equally attractive in all 
other respects to a taxpayer, who intends an 
investment in bonds of such quality, he will 
choose the tax-exempt if interest on the alterna- 
tive taxable bond would be taxable to him at a 
rate higher than 7. And the higher his tax rate, 
the greater will be his advantage in choosing 
the tax-exempt. However, for some types of 
taxpayers, some of the elements of compara- 
bility between the two bonds, set forth earlier, 
may need to be modified; these will be noted 
below. Moreover, although at first below we 
shall regard the available choice as between 
two comparable bonds offered at par, we shall 
need at later stages of this Section to give some 
attention to choices extending to bonds which 
are available at a premium or a discount, to 
those not comparable as to quality, and even to 
other types of investment. The last point may 
assume large importance, particularly at a time 
like the present, for many investors who might 
receive a tax advantage in buying a tax-exempt 
bond may not be willing to buy any bonds, 
whether taxable or tax-exempt. 

Investors not subject to income tax. Several 
types of institutional investor are not subject 
to income tax. These institutions, regardless of 
the level of 7’, receive no tax advantage from 
buying tax-exempts but would, for any prac- 
tically feasible level of R, have a tax advantage 
in choosing taxable bonds. Important examples 
are: pension funds, educational and charitable 
institutions, and many investment companies. 
The case is somewhat different for certain 
estates and trusts which, if they meet qualifica- 
tions specified by the tax law, are not taxable 
on their own account: such a fiduciary may be 
guided in its investment selections by the tax 
status of its beneficiaries and, if the benefici- 
aries’ prior taxable incomes are above the in- 
difference level, the fiduciary may choose tax- 
exempts in order to reduce their taxes. 

Corporate investors. The great bulk of busi- 
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ness corporations are subject to income tax 
which, under present Federal law, amounts to 
a normal tax of 30%, plus a surtax of 22% on 
any income above $25,000, plus an additional 
tax of 2% if a consolidated return is filed. The 
tax rates applicable are accordingly: 0, 30, 32, 
52, and 54. The 0 rate is listed because in any 
one year a large number of corporations— 
nearly 40% of all active corporations in the 
most recent year tabulated—operate at a 
deficit and are not subject to tax. Such a cor- 
poration, if it has liquid funds available for 
investment in bonds, would gain by holding 
taxable bonds, regardless of the level of T. The 
32% rate is listed because some consolidated 
returns—although in the ordinary year their 
ageregate liquid funds can not be large—do 
show taxable net income under $25,000. The 
important tax rates, for our purpose, are 30, 
52, and 54. All corporations in these three tax- 
rate categories have under current condi- 
tions—because any currently realistic value of 
R is above 70%, and T is therefore below 
30%—a tax advantage in choosing tax- 
exempts for any liquid funds available for 
investment in bonds. Corporations with a tax 
rate of 52% or 54%—and these make up the 
great bulk of the large enterprises which earn 
a taxable net income—derive a large tax ad- 
vantage from such choice. 

We must note, however, that the typical in- 
dustrial corporation is not primarily engaged 
in holding security investments. Any bonds 
held are regarded as “marketable securities” — 
a temporary investment in an earning asset 
which must be so liquid that it can be recon- 
verted to cash on short notice. Hence, market- 
ability becomes an important consideration in 
choosing such a bond investment; and, with 
few exceptions, tax-exempts do not have as 
high marketability as taxable bonds of similar 
quality. This factor alone may fully offset, for 
many corporate investors, the tax advantage of 
the tax-exempt bonds. Moreover, the desire for 


liquidity, in these corporate investments in 
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bonds, can easily lead to a preference for 
bonds of rather short maturity in order to in- 
sure that the cash invested may be recovered 
soon without loss. Consequently, many corpor- 
ations may not “compete” as purchasers of 
tax-exempts having longer maturities, even 
though 7 is well below the tax rate applicable 
to corporations. 

The case may be somewhat different for 
commercial banks; for, although the need for 
an adequate degree of liquidity in a bank’s 
total portfolio of loans and security invest- 
ments is always present, the security portfolio 
is likely to be so large and include such a range 
of issues with various maturities and degrees of 
marketability that a considerable fraction can 
safely be committed to bonds of long maturity 
and relatively low marketability. A commercial 
bank may therefore be an important prospec- 
tive purchaser of tax-exempts whenever T' falls 
significantly below the corporate tax rate. In 
the case of savings banks the need for liquidity 
is generally less pressing; and those savings 
banks taxable at the standard corporate 
rates—this excludes mutual savings banks— 
are important prospective investors in tax- 
exempts whenever T is less than the corporate 
rate. For both types of banks, however, the 
availability of alternatives other than taxable 
bonds—such as commercial and real-estate 
loans for commercial banks and mortgages for 
savings banks—may limit the bank funds avail- 
able for buying tax-exempts. Whenever these 
alternative earning assets are available in large 
volume and at interest rates high enough to 
leave a net after tax greater than the tax-free 
rate on the tax-exempts, banks have an incen- 
tive to avoid buying tax-exempts and even to 
sell those already in the portfolio. 

Under special provisions of the Internal 
Revenue Code applicable to life insurance com- 
panies, a portion of the investment income. 
connected with the reserves and other policy 
liabilities, is exempt from the corporate tax; 
but the remaining portion enters in determin- 


ing taxable income of such companies and jg 
taxable at the standard corporate rates, In 
earning the first portion of investment income, 
an insurance company would therefore have a 
decisive incentive to prefer taxable bonds over 
tax-exempts, as the former typically bear a 
higher interest rate. But in earning the remain. 
ing tax-subject portion of its investment in- 
come, such * company would be governed in 
its choice between taxable and tax-exempt 
bonds by the same considerations as ordinary 
corporations; tax-exempts would be favored if 
T is smaller than the applicable tax rate. These 
choices may be limited at various times be. 
cause other types of appropriate taxable invest- 
ments may yield at rates sufficiently higher 
than either taxable or tax-exempt bonds to lead 
the companies to reduce or avoid expanding 
their portfolios of bonds. The need for liquid- 
ity is a much weaker consideration for insur. 
ance companies than for industrial companies, 
and may have no greater weight than it does 
for savings banks. For the foregoing reasons, 
life insurance companies “compete” with other 
investors as purchasers of tax-exempt bonds, 
but only with a limited portion of their invest- 
ment funds. 

Investors subject to individual income tax. 
Under present Federal tax law, individual tax. 


payers are grouped in three main categories 


according to the type of return filed and the , 


applicable tax rates. The most numerous cate- 


gory—currently including close to two-thirds 


of all individual returns filed—is made up of ! 


married taxpayers filing joint returns plus a , 


small number of widows and widowers. The 


investor studied above in the illustrative case © 


of Section I is in this category. The next most } 


numerous category includes most single tax , 


payers, and married taxpayers filing separate 
returns. The scale of rates for the first category 
is identical with that for the second; but, for 


any one rate, the boundaries of the bracket for. 


the first category are double those for the 


second. For joint returns, this amounts to | 
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dividing the joint taxable income in half, ap- 
plying the single-taxpayer rate to the one half, 
and multiplying the resulting tax by two. (See 
Technical Note 5.) The third and smallest 
category includes single and legally separated 
taxpayers who qualify as “head of household.” 
Here, except for a division of the over- 
$200,000 bracket into two parts, the brackets 
are the same as for the second category; but 
the rate in each bracket is somewhat lower for 
the third category than for the second. 

For investors in all of the three categories, 
the indifference tax rate T is the same: it de- 
pends only on R, which is fixed at any one time 
by the market conditions which establish the 
ratio of the interest rate on the tax-exempt to 
that on the taxable bond. But, because of the 
above differences in tax-rate schedules, any 
particular value of T may imply a different in- 
difference income for an investor in one cate- 
gory from that in another category. And, for 


investors with prior taxable income in any par- . 


ticular bracket, the advantage factor may be 
different in one category from that in another. 
Hence, the effect of a specified value of R in 
determining an investor’s choice between tax- 
exempt and taxable bonds, depends upon 
whether he belongs in one category or another. 

Individual investors decisive in the market. 
Under conditions existing at present and in 
recent years, with the minimum corporate tax 
rate 30°% and with T less than 30%, all cor- 
porations, if their income is taxable, derive a 
tax advantage by choosing tax-exempt rather 
than taxable bonds. But for various reasons— 
the importance of marketability of any bonds 
owned, the need for liquidity, the availability 
of other investments with yields enough higher 
than taxable bonds comparable to the tax- 
exempts to offset the tax advantage—many 
such corporations may in fact not choose to 
buy more tax-exempts, or may even reduce 
their existing holdings. The general result is 
that corporate investors, in the aggregate, do 
not buy tax-exempts in sufficient volume to ab- 
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sorb new issues of such bonds. For example, in 
1958, commercial banks increased their hold- 
ing of state and local obligations by about 
$2.5 billion. This amounts to about one-third 
of the $7.4 billion of long-term issues of 1958 
state and local obligations. (Short-term issues 
were about $3.9 billion.) The next most im- 
portant group of corporate purchasers of such 
obligations, non-life insurance companies, 
probably absorbed far less than did commer- 
cial banks. Life insurance companies increased 
their holdings by only $.3 billion; and each of 
the two other significant corporate groups of 
investors in tax-exempts, savings banks, and 
industrial companies, probably absorbed about 
as much as the life insurance companies. In the 
aggregate, corporate investors probably ab- 
sorbed tax-exempt obligations amounting to 
less than two-thirds of the total long-term is- 
sues, and the large remainder must have been 
sold to individual investors. 

For the distribution of this remainder 
among individual investors T must be low 
enough—and this implies an R high enough— 
to bring in the needed number of competitive 
investors. If the remainder to be sold to indi- 
viduals is small, enough such investors can be 
interested without reaching down to very low 
levels of prior taxable income—T can be fairly 
high (though still below the corporate tax 
rate). If the remainder is large, however, as it 
was in 1958, the appeal must reach individual 
investors far down on the scale of income and 
T must be low. In effect then, T—and therefore 
R—is determined by the individual-investor 
section of the market for tax-exempts. Al- 
though the figures cited above for 1958 are not 
necessarily typical of other years, in all recent 
years the same essential relationship exists: not 
enough of the new tax-exempt bonds can be 
sold to corporate investors to obviate an appeal 
to individual investors, and the latter therefore 
determine T and thus R. 

Within the individual-investor group, the 
level of prior taxable income tapped, for a 
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given level of 7, varies among the three cate- 
gories listed above: the income level is lower 
for single-return investors than for joint- 
return investors. But regardless of this fact, T 
itself is established by the competition among 
all individual investors. In that competition, of 
course, individuals with prior taxable income 
far above the indifference income (of their 
category) have a higher advantage factor in 
choosing tax-exempts than individuals close 
to the indifference level. But because their 
prior taxable incomes are near the indifference 
level, these latter individuals are in fact the 
final determining agents for 7. These are the 
“marginal,” or final, investors who must be 
brought in as purchasers in order to dis- 
tribute the bonds. For various reasons, these 
marginal individual investors may require a 
“hard sell.” The fact that they have a very low 
advantage factor means that they derive only 
small tax advantage from choosing a tax- 
exempt bond. The low level of their prior tax- 
able income means that each of them probably 
has only small current savings, and also that 
their accumulated past savings at best are not 
large; and each can make only a small invest- 
ment in tax-exempts. The consequence is that 
large numbers of these individuals must be 
reached in order to sell any substantial residue 
of bonds. The fact that only in recent years has 
T been low enough to reach investors near the 
bottom of the size-scale of income means that 
many of these low-income individuals have yet 
to learn about the possible tax advantage in 
buying tax-exempts. For these various reasons, 
the task of selling tax-exempt bonds to these 
marginal individuals requires much effort. We 
should not therefore be surprised when we 
read that a particular new issue, a few days 
after offering, has been sold to the extent of a 
half or two-thirds of the issue, but that the 
remainder is “going slowly.” The initial sales 
easily reach corporations and a limited number 
of individuals who have large funds available 
for investment, high advantage factors, and 


long familiarity with the tax advantage of 
choosing tax-exempts. But before distribution 
is complete, sales must reach the marginal in. 
dividuals. 

To be sure, some particular issue may be 
distributed with ease, and without an energetic 
appeal to low-income individuals; and _ this 
probably means—always bearing in mind that 
we are considering choices between compar. 
able tax-exempt and taxable bonds—that the 
coupon rate has been set somewhat higher than 
the market, with its prevalent levels for T and 
R, requires. Competition of course exists 
among the various issues in their appeal to the 
market; but as a result of this competition, the 
entire volume of bonds coming upon the 
market at any one time operates to establish T 
along the lines indicated above. Moreover, al- 
though we have been speaking primarily of 
new issues, bonds of various outstanding issues 
are also continually coming upon the market, 
and they must be absorbed by investors among 
the several groups studied above. The entire 
market is tied together by competitive forces; 
and the result is a determination of T, and 
therefore R, for the new-issues sector of the 
market. An indifference tax rate, correspond. 
ing to the new-issue 7’, also exists for an out- 
standing issue, and will be discussed below 
(Section III); but, because of the more com- 
plicated tax considerations involved, the exact 
value of this outstanding-issue indifference rate 
is not simply derivable from the indicated 
yields. 

A special factor, affecting competition 
among different issues of bonds, appears in the 
case of an issue which is exempt not only from 
Federal tax but also from the income tax of a 
state or local jurisdiction. An investor who 
is subject to the income tax levied by such a 
jurisdiction has an additional incentive for 


buying bonds exempt in that jurisdiction. Such 


an investor, in determining his indifference in- | 


come for the bond in question, would need to 


combine the appropriate Federal and non- 
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Federal tax rates, and compare the result with 
the 7 derived from 1 — R. The market effect— 
so far as the bond in question is concerned— 
of the additional exemptions is to bring in, as 
potential buyers, certain investors resident in 
the specific jurisdiction whose incomes are 
somewhat below the indifference level indi- 
cated on the basis of Federal taxes alone. In 
other words, the market is broadened among 
a limited group of investors. No further atten- 
tion is given to this matter in the present an- 
alysis; because, for any issue of substantial 
size, probability is strong that some of the 
issue must be sold to investors who do not 
enjoy the additional exemption, and that the 
marginal investors in this group will determine 
T and therefore R. 

Various alternative investments. Vhe basic 
analysis of Section I relates to a choice be- 
tween only two comparable bonds, one taxable 
and one tax-exempt. In fact, however, particu- 
larly for investors having substantial funds, a 
wide range of alternatives must be considered 
in making investment decisions. These alterna- 
tives include not only numerous bonds, which 
are not all comparable as to quality and other 
investment characteristics, but they include 
also various other interest-bearing investments 
and equity investments in real estate or corpo- 
rate stocks. We have already remarked, in dis- 
cussing commercial banks and certain other 
corporate investors in this Section, that invest- 
ments other than bonds may at times be so at- 
tractive as to offset any tax advantage which 
tax-exempts have over comparable taxable 
bonds. Individual investors also, particularly 
those in high income brackets who have large 
current savings, may find some of these alter- 
native investments so attractive that an actual 
choice between a tax-exempt and a taxable 
bond, on the basis of the tax advantage of the 
former, seems not to enter into the reckoning. 
Nevertheless, all of these investment alterna- 
tives are competitive among themselves in the 


general market for investment funds; and mar- 
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ket competition, however imperfectly, makes 
allowances for different degrees of risk and 
other elements of attractiveness among the 
various alternatives. As a result of all this in- 
tricate competition, a large aggregate of funds 
remains available for investment in bonds; and 
investors disposing of these funds, whether cor- 
porate or individual, tend to reach choices be- 
tween tax-exempt and taxable bonds on the 
basis indicated in Section I. These choices, 
which actually take place concurrently but may 
be thought of as reached after all other alter- 
natives have been discarded by these investors, 
are vital in establishing the market for tax- 
exempts. The choices made by investors close 
to the indifference-income margin are decisive, 
as we have seen, in establishing T and R. 


Ill. RECENT CHANGES 
IN THE MARKET 


In examining certain aspects of the market 
for tax-exempt bonds, and changes in that mar- 
ket, during the post-war years 1946 to date, 
we shall base calculation of the approximate 
values of R upon comparison between the 
yields of outstanding tax-exempt and taxable 
bonds and not between coupon rates of new 
issues of bonds. This involves some loss of 
precision, as compared with the analysis of 
Section I; and attention to this point appears 
below. We need also to take account of various 
amendments to the tax law, especially those in- 
volving changes in the rate schedule; for, un- 
der two different rate schedules, the same R 
may imply very different indifference levels of 
income. After allowance for such rate changes, 
we can determine for each year the approxi- 
mate indifference income; and year-to-year 
changes therein indicate changes in the reach 
of the tax-exempt market—changes in the in- 
come level down to which the market must 
reach in order that the tax-exempts coming on 
the market will be absorbed. With these facts 
at hand, we can make some tentative sugges- 
tions as to why the current market for tax- 
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exempts must appeal to investors very low on 





the income scale—why, accordingly, the ratio 
of tax-exempt yield to taxable yield is high. 

Estimating R from indices of yields to ma- 
turity. If we actually examined an investor’s 
choice, on the basis of tax considerations, be- 
tween two comparable outstanding bonds, one 
tax-exempt and the other taxable, we should 
encounter obstacles impairing the precise sim- 
plicity achieved in Section I, which dealt with 
new issues presumably selling at par. Outstand- 
ing bonds seldom sell at par, and their yields to 
maturity therefore differ from their coupon 
rates. This means that the tax effects for a tax- 
able bond bought at a discount include the in- 
come tax on the current return set by the cou- 
pon rate and also a capital gains tax on the 
discount presumably recovered at maturity. It 
also means that a tax-exempt bought at a dis- 
count is not wholly exempt, because of the tax- 
able capital gain realized at maturity. For 
bonds bought at a premium, the tax effects are 
different; but here again the “tax-exempt” is 
not wholly free of tax effects. (See Technical 
Note 6, for outline of relevant tax provisions in 
all these cases.) 

Another obstacle to analysis arises because 
the extent of the discount (or premium) may 
differ between the tax-exempt and taxable 
bonds. Hence, though the investor can choose 
no smaller unit than the minimum denomina- 
tion, his actual outlay may differ as between the 
tax-exempt and the taxable bond: his choice is 
not a simple allocation of an identical number 
of investment dollars to one bond or the other. 
This obstacle and the legal peculiarities men- 
tioned above mean that the calculation of in- 
come net after tax is more complicated than in 
the Section I case of bonds selling at par. (See 
Technical Note 7, for an outline of the relevant 
calculations. ) 

Fortunately, however, if the consideration of 
choices between outstanding bonds is limited 
to those of fairly distant maturity, the impact 
of the above difficulties upon our analysis is 





greatly reduced. Even if current market rates 
of interest are considerably different from 
those prevailing when the bonds were issued, 
good-quality bonds for which maturity is stil] 
a decade or farther in the future are unlikely 
to be selling at a large discount or premium, 
Under these conditions, the practical man may, 
in making his choice, ignore the comparatively 
small tax effects of the capital gain (or loss) 
implied in the discount (or premium). The in- 
vestor with large funds is likely to have prior 
taxable income so far above the indifference 
level that refinements in the tax calculations 
which allow for the capital gain or loss effects 
would not affect his choice. The investor with 
prior taxable income near the indifference 
level—and he is among the marginal investors 
whose choices in effect determine the market— 
is likely to have so little at stake that refined 
calculation is not worth while, or to be too 
unsophisticated to take account of the refine- 
ments. For bonds of fairly distant maturity, 
therefore, those “last” or marginal choices 
which determine how far the tax-exempt mar- 
ket will reach down the size scale of income are 
not likely to be influenced by the capital gain 
or loss effects. The situation can be different 
for outstanding bonds whose remaining time 
to maturity is comparatively short: in such 
cases the tax effects of the capital gain or loss 
realized at maturity can have decisive influence 
on the choices of various investors. 

We shall accordingly confine our yield com- 
parisons to bonds of fairly distant maturity, 
for which the discount or premium is presuma- 
bly not large. Although the estimates of R and 
T obtained by such comparisons are not valid 


for bonds having discount or premium large 


enough to influence the investor’s choice, we | 


may rely again upon the competitive forces 
within the market: such forces, after allowing 
for all the tax effects significant in making 
choices, establish the differentials among yields 


of bonds of various maturities. The market as | 


a whole is thus characterized at any one time 





by. 


am 


ties 
port 
part 
nece 
petil 
ket. 
Rar 
tant 
char 
W 
the 1 
taxal 
dista 
to th 
—fo: 
for t 
offer 
close 
bond 
are 0 
yield: 
of the 
suppc 
indic: 
vestol 
and t; 
nore 
the co 
curret 
subjec 
cienci 
pects 
which 
matio. 
certair 
In t 
ures 
yields: 
hicipa 
corpor 
volves 
expres: 


Coverer 








3s ) 
in- 
‘ior 
nce 
ons 
ects 
vith 
once 
tors 
et— 
ined 
too 
fine- 
rity, 
oices 
mar- 
e are 
gain 
ferent 
- time 
such 
r loss 


luence 


1 com- 
turity, 
esuma- 


R and 


t valid 


n large | 


ice, We | 


. forces | 
llowing 
making 
, yields 
arket a | 
yne time 


by a competitive structure of yields, differing 
among themselves because of varying maturi- 
ties and other factors. The R and T for any im- 
portant part of the whole market, such as the 
part comprising distant-maturity bonds, must 
necessarily be influenced indirectly by com- 
petitive forces involving other parts of the mar- 
ket. In this sense year-to-year changes in the 
Rand T which we estimate from bonds of dis- 
tant maturity may be expected to reflect 
changes in the entire market for tax-exempts. 

We shall in fact estimate R by taking it as 
the ratio of the yield on tax-exempt to that on 
taxable bonds, all being outstanding bonds of 
distant maturity. Such an estimate is very close 
to the true R—ratio between the coupon rates 
—for current new issues of long-term bonds: 
for the coupon rates of new issues, ordinarily 
offered at prices close to par, are likely to be 
close to the yields on comparable outstanding 
bonds. Even for the outstanding bonds, if they 
are of distant maturity, this estimate of R from 
yields is a passably good estimate of the ratio 
of the coupon rates. (See Technical Note 8, for 
supporting mathematical evidence.) And, as 
indicated in the preceding paragraph, an in- 
vestor’s choice between outstanding tax-exempt 
and taxable bonds of distant maturity may ig- 
nore tax effects other than those involved in 
the coupon interest. Finally, since an investor’s 
current estimate of his prior taxable income is 
subject to some margin of error, small defi- 
ciencies in our estimate of R and in other as- 
pects of our procedure can be ignored: the T 
which is inferred from R is at best an approxi- 
mation affected by various elements of un- 
certainty. 

In the actual estimate of R from yield fig- 
ures we take the ratio of two indices of bond 
yields: the Bond Buyer index of yields on mu- 
nicipal bonds divided by Moody’s index for 
corporate bonds rated Baa or better. This in- 
volves an assumption—and no opinion is here 
expressed as to its validity—that the bonds 


covered by the two indices are, on the average, 
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of comparable quality. The investor himself, 
in choosing between two bonds, makes his own 
appraisal—perhaps aided by “ratings” pro- 
vided by various investment services, or guided 
by other information which he regards as rele- 
vant—of the comparative quality of the two 
bonds. 

In the initial stage of the analysis, when we 
were discussing a hypothetical case, we could 
assume that the investor has determined that 
two imaginary bonds were of equal quality. 
But now, as the analysis proceeds to actual fig- 
ures on bond yields, and particularly the in- 
dices of yields of groups of bonds, the analyst 
necessarily takes a more dubious step: he now 
assumes that an investor regards two groups of 
bonds, each represented by an index of yields, 
as of comparable quality. Even if the average 
bond in one index is currently not of the same 
quality as that in the other, the difference in 
quality is not likely to change considerably 
over such a brief period of years as that exam- 
ined below. Hence, the changes in R over those 
years, as estimated from the two indices, give 
a fairly dependable indication of changes in 
the market. 

The yield percentages for April 1959 were 
as follows: for the Bond Buyer index, 3.50; for 
Moody’s index, 4.47. The ratio is .783, and 
this is our estimate of R, the ratio between the 
coupon rates of new issues of tax-exempt and 
taxable bonds comparable respectively with the 
average bond included in the two indices, The 
corresponding T is then .217; and this, under 
the current tax-rate schedule, sets the critical 
bracket for a married investor filing a joint 
return at Under $4,000, which has a tax rate— 
20% —nearest below R. The corresponding ap- 
proximate indifference income is the upper 
boundary of that bracket, $4,000. If we were 
considering a single investor, or a married in- 
vestor filing a separate return, the critical 
bracket would be Under $2,000, again with 
the 20% rate, and the indifference income 


would then be $2,000. 
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Table 2 shows the two indices of bond yields, 
and the resulting values of R and T, for each 
of the years since the war, and for the early 
months of 1959. The annual averages conceal 
various month-to-month changes within each 
year, caused by short-term fluctuations in the 
relation between the tax-exempt and taxable 
sections of the market. For example, behind 
the 1958 annual average of .764 for R, the 
monthly ratios range from a low of .714 in 
January to a high of .844 in August. If we 
were studying the short-term changes in the 
market in detail, these month-to-month varia- 
tions would require attention; but for a study 
of the broad general change in the market since 
the war the annual figures are adequately in- 
dicative. 


Changes in tax rates in recent years. Before 
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we can infer changes in the extent of the mar. 
ket for tax-exempts from the figures for T ip 
Table 2, we must make due allowances for 
changes in tax rates. The reason for this is that 
the indifference income corresponding to any 
particular value of 7 depends on the scale of 
tax rates in force. Thus. even if 7 did not 
change at all over the years, changes in tax 
rates would alter the critical bracket, in which 
the tax rate is nearest below 7. And this would 
alter the indifference level of income, which 
is approximately the top boundary of that 
bracket, and thus alter the level on the income 
scale down to which the effective tax-exempt 
market reaches. Similarly, even if the market 
did not change at all, which would mean that 
the indifference income and therefore the iden. 


tity of the critical bracket did not change, T 


TABLE 2 


DERIVATION OF PR AND 7’ FROM INDICES OF BOND YIELDS, FOR BOND BuYER MUNICIPAL BoNps 


AND FOR Moopy’s Corporate Bonps oF RatinG Baa or Berrer, ANNUALLY 1946-58, 


Annual averages 
1946..... 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 


Monthly figures for 1959 
January. 
February 
March. . 
April.... 
May... 
June. . 





AND 
Monrtuey 1959 

Index of yields, per cent Average 

LS PR eg are ee ee tax rate, T, 

Estimate of R at 

Bond Buyer Moody’s R=a/b indifference 
municipal corporate level 

a b T=1-R 
1.51 2.74 551 449 
1.93 2.86 675 .329 
2.35 3.08 763 WAY 
2.15 2.96 .126 274 
1.90 2.86 664 336 
1.97 3.08 .640 360 
2.20 3.19 690 .310 
2.43 3.43 .196 . 204 
2.38 3.16 753 247 
2.49 3.20 . 766 .234 
2.80 3.57 .734 .216 
3.28 4.21 779 221 
3.18 4.16 764 236 
3.45 4.4] 182 .218 
5.29 4.43 742 . 258 
3.33 4.40 157 243 
3.50 4.47 183 AY 
3.61 4.60 .785 215 
3.81 4.69 .812 188 
3.59 4.72 761 239 


July. 


Note: Figures in columns a and b are from Survey of Current Business. 
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would be changed by a relevant change in tax 
rates. The general principle is: any reduction 
in tax rates tends to narrow the market for tax- 
exempts, and any increase in tax rates tends to 
broaden that market. Thus, a general increase 
in tax rates not only is likely to lower the in- 
difference level of income but also increases 
the advantage factor at all higher levels. 

In order to examine changes in the tax-rate 
schedule over the years 1946-59, we shall con- 
sider the schedule for the single taxpayer or 
the married taxpayer filing a separate return. 
The reason is that the split-income privilege for 
a married couple filing a joint return was not. 
except for limited applicability in the commu- 
nity-property states, available until 1948. Un- 
der the revenue laws in effect before 1948, one 
schedule of rates was applicable to taxable in- 
come regardless of type of return; and that 
schedule corresponds to that now designated 
as the single-taxpayer schedule. Beginning in 
1948, the combined taxable income of husband 
and wife, as shown on their joint return, was 
in effect taxed at rates, as provided in the 
single-taxpayer schedule, applicable to half 
that combined income. (See Technical Note 9, 
for details as to split income on Form 1040.) 
This change amounted in effect to a tax reduc- 
tion for taxpayers filing joint returns, who now 
account for about two-thirds of all returns. 

Even if no change had occurred in the basic 
schedule of rates provided by law between 1947 
and 1948, a married couple filing a joint re- 
turn and having the same taxable income in 
both years would have been taxed at lower 
rates in 1948 than in 1947. Actually of course 
many married couples who had filed separate 
returns in 1947 filed joint returns in 1948 be- 
cause the split-income privilege reduced their 
combined tax: the number of joint returns was 
over 57° of all returns in 1948, as against 
under 48% in 1947; and the shifts to joint re- 
turns were particularly prevalent at higher 
levels of income. For both groups, those who 
filed jointly in both 1947 and 1948 and those 
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who shifted to joint returns in 1948, the split- 
income privilege granted in 1948 brought a 
reduction in effective rates of tax. And this tax 
reduction narrowed the tax-exempt market by 
reducing the tax incentive for purpose of tax- 
exempts by this large class of taxpayers. This 
is one important reason for the sharp drop in T 
between 1947 and 1948 shown in Table 2; T 
had to become lower, and hence R had to be- 
come higher in 1948 than in 1947 in order to 
bring a sufficient number of these taxpayers 
back into the tax-exempt market. 

In order to obtain a consistent succession of 
tax-rate schedules for the years which preceded 
and followed the granting of the split-income 
privilege, we shall use from here on the single 
taxpayer schedule, which is the basic rate 
schedule. That schedule is applicable to joint 
returns if we divide the combined taxable in- 
come in half: from here on, then, prior taxable 
income for a joint return is one-half the com- 
bined prior taxable income of husband and 
wife, and not the total combined figure used 
in Section I. For any value of 7, the critical 
bracket can be located from the single tax- 
payer schedule, and the top of that bracket is 
approximately the indifference income. For the 
single taxpayer or married taxpayer filing a 
separate return, the indifference income is to 
be compared directly with the prior taxable 
income of the return; whereas for the joint 
return case, it is compared with a “prior tax- 
able income” equal to half the combined in- 
come of the return. (See again Technical Note 
9. for further details. ) 

Table 3 shows, for the values of T presented 
in Table 2, the boundaries of the critical 
bracket: the critical bracket is identified in the 
single-taxpayer rate schedule as that bracket in 
which the tax rate is nearest below 7. The table 
also shows the tax rate in the critical bracket, 
which is invariably somewhat below 7, whereas 
the rate in the next higher bracket is above T. 
(See Technical Note 10, for various special ad- 


justments included in the rates shown.) The 
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upper boundary of the critical bracket is the ap- 
proximate indifference income, and _ year-to- 
year changes in that level trace changes in the 
reach of the market down the scale of incomes. 
Year-to-year changes in T do not directly 
show changes in the market for tax-exempts, 
because of changes in tax rates in various years. 
But the changes in the indifference income do 
indicate changes in the market, because the in- 
difference income is inferred from T after ap- 


propriate allowance for any tax-rate changes. 
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incomes of $4,000 in 1958. This implies a re. 
markable increase in the reach of the market, 
an increase which can not be measured by a 
direct comparison of the figures $16,000 and 
$4,000. Returns with taxable income over $16,. 
000 were less than .8% of all taxable returns 
in 1946. Returns with taxable income over 
$4,000 (over $8,000 for joint returns) were 


( 


over 7% of all taxable returns in 1956—the 


latest year for which full statistics are avail. 


in 1958. 


f 


able—and probably not below 7% 


Suggested implications of the figures. Table Accordingly, the number of taxpayers with in. 


3 shows that the indifference income declined. come above the indifference level was vastly 
with some intervening fluctuations, from $16,- _ greater in 1958 than in 1946. 


000 in 1946 to $4,000 in 1958. In order to 


absorb the volume of tax-exempts offered, the 


In 1946, then, the appeal needed to reach 
only a very minor fraction of all individual 
market had to reach down only to taxable in- 
comes of about $16,000 in 1946, but to taxable 


taxpayers in order to find buyers for the vol- 


ume of tax-exempts offered. But in 1958 it had 


TABLE 3 
CHARACTERISTICS OF CriticAL TAX BRACKET FOR VALUES OF 7’ FROM TABLE 2, AND MONTHLY 
VoLuUME OF NEw IssugEs orf LONG-TERM TAX-EXEMPTS, ANNUALLY 1946-58, AND MonrTuiy 1959. 





Data on critical bracket: 
New issues 
Table 2 Lower Upper Kis cakae of tax “exempta 
boundary boundary ax TAG $1,000,000) 
($1000) " ($1000 per cont 
Annual figures 
1946 149 14 16 14.65 100.3 
1947 320 8 10 aS 196.1 
1948 237 $ 6 22.88 249.1 
1949 274 6 Ss 26.4 249.6 
1950 336 8 10 30.94 307 .8 
1951 .360 8 10 35 213.2 
1952 .310 4 6 29 366.8 
1953 204 bids sii — 463.2 
1954 47 2 } 22 580.7 
1955 235 2 { 22 198.0 
1956 216 0 | 2 20 153.9 
1957 221 2 { 22 579.8 
1958 236 2 4 22 620.7 
Monthly figures for 1959 
January .218 0 2 20 639.3 
February. . . 258 2 | } 22 880.9 
March... 243 2 | 4 22 636.8 
April. .217 0 2 20 940.0 
May. 215 0 2 20 568.9 
June .188 ee | nen rials 995.2 
July .239 2 4 22 457.0 








* Kates for 1946-50 are after allowance for temporary percentage reductions in the basic statutory rates (see Technical Note 10). 
** Annual figures are monthly averages for the respective years. Figures for new issues are from Survey of Current Business. 
*** No critical bracket in 1953 or June 1959, because 7’ is below the lowest bracket tax rate. 
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to reach a substantial percentage. If we were 
to make calculations similar to those of Table 
3 for pre-war years—ignoring the possibility 
that the two indices of bond yields may have 
increasingly lower comparability in the earlier 
years—we should find the indifference income 
above $50,000 in 1929 and close to $40,000 as 
late as 1939. In most of the dozen years before 
the war, tax-exempt bonds appealed to an even 
narrower group of individual investors than 
in 1946. The decline of the indifference income 
from $40,000 or $50,000 to $16,000, however. 
brought a much smaller extension of the tax- 
exempt market than the decline from $16,000 
to $4,000. Even with indifference income at 
$16,000 the number of individual taxpayers 
who were potential buyers of tax-exempts be- 
cause of the tax advantage was only a few 
hundred thousand, but an indifference income 
level of $4,000 implies several million poten- 
tial buyers. 

The recent extension of the market to indi- 
vidual taxpayers having prior taxable income 
as low as $4,000 involved several notable 
changes in the market. As already noted, the 
number of potential buyers of tax-exempts has 
been vastly increased, Most of these new po- 
tential buyers require, for reasons already set 
forth, a “hard sell.” We note, however, that a 
drop in the indifference income from $16,000 
to $4,000 carries with it a sharp increase in the 
advantage factor for all incomes above $16,000 
(see discussion of Table 1 in Section I), and 
hence those potential buyers having large in- 
comes have a greater incentive to choose tax- 
exempts than before. But the main effects on 
the market concern the potential buyers having 
small incomes. In order to convert their po- 
tential buying power into purchases, strong 
selling effort is needed. 

Why must the present market for tax-ex- 
empts attempt to reach this huge number of 
individuals having small incomes? To put the 
question another way: why must R, the ratio 
of the tax-exempt yield to the taxable yield, be 


so much higher in 1958 and currently than in 
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1946? I make no attempt here to discuss all 
the factors which have considerable bearing 
upon these questions. But I do point to two 
major factors which probably explain in large 
part the change in the market over recent years. 
These factors are the increased flood of new 
issues of tax-exempts, and the renewed fear of 
inflation. 

Evidence on the first factor appears in the 
right column of Table 3: the annual average 
of monthly figures for new issues of state and 
municipal long-term obligations rose from 
$100 million in 1946 to $621 million in 1958 
and all 1959 monthly figures through April are 
still higher. Such an enormous increase in of- 
ferings after allowing for purchases by corpo- 
rations, could not possibly be marketed by an 
appeal solely to the limited group of individ- 
uals with taxable incomes above $16,000. Total 
issues of bonds and notes, whether taxable or 
tax-exempt, also increased during this period, 
from $1.4 billion per month in 1946 to $2.7 
billion in 1958. But the portion of the total 
made up by long-term tax-exempts rose from 
about 7% in 1946 to 23% in 1958, and was as 
high as 28% in 1956; and this implies a much 
keener “competition” by tax-exempts for the 
investor’s bond dollar in 1958 than in 1946, 

The second factor, fear of inflation, is not 
readily subjected to numerical analysis; but we 
have abundant evidence of other sorts that re- 
cent years, and especially very recent years, 
have been marked by a much more compelling 
fear of inflation than was 1946. Many people, 
including many investors, lived during 1946 
in a happy dream: the enormous costs of the 
war had apparently been financed with smaller 
inflationary consequences than had _ been 
feared, and citizens could hopefully look for- 
ward to the avoidance of further inflationary 
influences as the normal workings of peace- 
time economy were resumed. But despite con- 
siderable brief intervals of lull in the inflation- 
ary trend, the dozen years since 1946, even 
after discounting the effects of the war in Ko- 
rea, have seen a general continuance of infla- 
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tionary forces. Investors have progressively 
awakened to the fact that we can have per- 
sistent inflation even in peace (or at least when 
war is not “hot”); and this awakening has 
been quickened recently by the realization that 
even a sharp business recession brought no re- 
lief from inflation. Increasing fear of inflation 
creates increasing reluctance of investors to 
buy or hold any bonds, except those of very 
short maturity; and the entire bond market, 
that for taxable bonds and that for tax-exempts, 
accordingly suffers a large contraction in the 
potential number of buyers and in their aggre- 
gate buying power. We can only conclude that 
the fear of inflation has eliminated from the 
market many individuals who might otherwise 
be potential buyers of tax-exempts. Once an 
investor has decided to buy no bonds whatever. 
he is no longer interested in any alleged tax 


advantage from buying tax-exempts. 


TECHNICAL NOTES 


Some of these notes may be clearer if read 
after the entire main text, for certain technical 
terms used are defined in the main text follow- 


ing the references to specific notes. 


Note 1. The intended investment is deliberately 
taken in assumption (b) of Section I as the 
most probably minimum denomination, for 
many taxable bonds have no lower denomina- 
tion than $1,000. A large investor may “‘in- 
tend” an investment larger than—perhaps a 
considerable multiple of—the minimum de- 
nomination. Even so, the crucial choice to 
which the analysis is directed concerns a unit, 
of the size of the minimum denomination, 
within this total intended investment. Suppose 
such an investor intends a total investment of 
$5,000: he will make a succession of choices 
in $1,000 units, $1,000 being the minimum 
denomination. If, when he makes the first-unit 





These two major factors, a greatly increased 
supply of tax-exempt bonds and a mounting 
fear of inflation, are still operating powerfully 
to keep R high and thus keep the indifference 
income low. They will continue to operate un. 
less and until the attitudes of the public and 
their political agents shift markedly toward 
sounder financial policies. If states and mu. 
nicipalities reduce their immense capital out. 
lays or finance them to a larger extent by cur- 
rent revenues, the force of the first factor will 
decline. If governments, and especially the 
Federal government, avoid deficit financing, 
the force of the second factor will decline. At 
the moment, prospects for these two favorable 
developments are not good; and, unless public 
attitudes undergo a profound change forcing 
politicians to forsake present policies, only an 
incurable optimist can expect that the prospects 


will become better in the near future. 


choice, his prior taxable income is below the 
indifference level, he will choose the taxable 
bond. For the next unit his prior taxable in- 
come is increased by the taxable interest on the 
first unit; and, if it is still below the indiffer- 
ence level, he again chooses the taxable bond. 
He goes on choosing successive units of the 
taxable bond, adding the interest on each unit 
to his accumulated prior taxable income until 
that cumulative prior taxable income falls 
short of the indifference level by less than the 
interest on one taxable unit. His next choice of 
a $1,000 unit is the crucial choice—the indif- 
ference income is determined in connection 
with this choice. 

If we happen to be dealing with a case in 
which the minimum denomination is lower 
than $1,000—for example $100.00—the analy- 
sis in the text is still entirely valid for deter- 
mining the indifference income. This is dem- 
onstrated in the part of the text analyzing by 


the use of general symbols instead of specific 
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numbers: that general analysis shows that the 


‘size of D, minimum denomination, plays no 


part in determining the tax rate at the indiffer- 
ence level. 

Assumption (d) of Section I is of course not 
realistic. Strictly, the assumption is not needed, 
except to simplify the arithmetic in the illus- 
trative case resting on numerical data. If an 
investor reports income on an accrual basis, he 
can buy his bond at any date in the year: the 
year’s accrued interest on the two bonds will 
then be reduced from their annual totals by the 
same fraction for both bonds, and the analysis 
will then reach the same figure for indiffer- 
ence income as would be reached from annual 
figures. If, as is more probable, the investor 
reports income on a cash basis, a possibility 
exists that he will receive during the remaining 
fraction of the first year fewer interest pay- 
ments on one bond than on the other; and the 
analytical determination of indifference in- 
come, based on that year’s interest figures, 
would be misleading. However, the investor is 
presumably buying a bond to be held over a 
series of years, and his choice should rest on 
study of figures for a full year—leading to the 
result shown in the text—rather than on those 
of a fractional year, such as the initial year. 

This point raises an issue not discussed in 
the text: perhaps, as the investor plans to hold 
one bond or the other over a series of years, his 
choice will be determined by tax considerations 
which he estimates to be applicable on the aver- 
age over those years rather than on tax consid- 
erations relevant only to the initial year. This 
approach involves his estimating his tax rates 
(and his prior taxable income) for a succes- 
sion of years, and this estimate is so uncertain 
that he may take the easy way of assuming that 
they will on the average be close to those of 
the initial year. Moreover, any substantial 
change in his tax situation or in the bond mar- 
ket may lead him to revise his choice after the 
initial year: having initially chosen one bond, 


he may later find tax advantage in selling it 
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and buying the other. For practical purposes, 
then, we are probably justified in basing the 
analysis on the tax situation in the initial year. 


Note 2. The critical bracket will ordinarily be 
unmistakably indicated: it is the bracket in 
which the statutory tax rate is nearest below 
the average rate of tax applicable to the tax- 
able interest when prior taxable income is at 
the indifference level. In a rare case, however, 
that average rate of tax—the T of the general 
analysis—may turn out to be exactly equal to 
the statutory tax rate of some specific bracket. 
In that case any level of prior taxable income 
within that bracket, except for a small range at 
the top of the bracket, is strictly the indiffer- 
ence level: for all such incomes the taxable in- 
terest net after tax equals the interest on the 
tax-exempt bond. Nevertheless, even in this 
case, the investor’s choice shifts definitely to 
the tax-exempt bond when his prior taxable 
income rises to some point in that small range 
at the top of the bracket. Even in this rare case, 
where the tax rate of a bracket exactly equals 
T, we shall accordingly call that bracket the 
critical bracket. 


Note 3. The true indifference income stands 
somewhere within a small range at the top of 
the critical bracket, and its exact location de- 
pends on several factors. To present the case 
in general terms, let the intended investment 
be the minimum denomination called D, let T 
be the average tax rate on the taxable interest 
when prior net income is at the indifference 
level called J, and also let R, R’, and R” have 
the meanings given in the general analysis of 
the text. Call the upper boundary of the critical 
bracket B, the tax rate in that bracket C, and 
the tax rate in the next higher bracket C + K. 
Interest on the taxable bond is DR’, and a por- 
tion of this, amounting to B — J, is taxed at rate 
C, whereas the remaining portion, DR’ - 
(B—1), is taxed at rate C + K. Total tax on the 
interest is then: 
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(B-1) C+ (DR’-B+1)(C+K) 
and the interest net after tax is DR’ minus this 
tax. At the indifference level of income, tax- 
able interest after tax must equal the tax-free 
interest, DR’. Setting up this equation and re- 
arranging it, after noting that R is R’/R’ and 
T is 1 —R, yields the formula for /: 
I=B-DR’ (C+K-T)/K. 

Thus / falls below B by an amount which de- 
pends on the denomination D, the tax rate C 
in the critical bracket, the differential K be- 
tween that rate and the rate in the next higher 
bracket, and the interest rates R’ and (since T 
depends on R”’/R’) R’’. Hence numerous fac- 
tors determine the small difference between the 
true indifference income / and the value B 
which we accept for the approximate indiffer- 
ence income. 

In the illustrative case of the text, D is 
$1,000, C is .22, K is .04, R’ is 4.6%, R” is 
3.5%, and B is $8,000. Substitution in the 
above equation, by carrying R to enough deci- 
mal places, gives / as approximately 8,000 — 24. 
as stated in the text. 


Note 4. Within a narrow range—equal in width 
to the interest, DR’, on the taxable bond—at 
the top of any particular bracket, the advan- 
tage factor rises continuously from its level 
throughout the broad lower range of that 
bracket to its level in the next higher bracket. 
Suppose the top boundary of the bracket is 6, 
the tax rate in that bracket is ¢, and the rate in 
the next higher bracket is t+ k; and let other 
symbols have the meanings of the general anal- 
ysis in Section I. If prior taxable income falls 
below b by some amount x which is less than 
DR’, a portion x of the taxable interest DR’ 
is taxed at rate t, and the remaining portion, 
DR’—x, at rate t+k. Total tax is then xt + 
(DR’—x) (t+k), which is DR’ (t+k) —xk; 
and taxable interest net after tax is DR’ re- 
duced by this tax, or 
DR’ (1-t—-k) + xk 
and F is the result of dividing the tax-free in- 


terest DR” by this taxable interest after tax. 
Hence 
F = DR’ / [DR’ (1 -t-k) 
and this can be written: 
F=R/[1l-t-k (1-x/DR’)]. 


When x equals DR’—when prior taxable jn. 


+ xk] 


come is at the bottom of the narrow range in 
question—this equation becomes: 
F=R/ (1-t) 
which, as shown in the text, is the value of F 
in all the broad lower range of the original 
bracket. When x is zero—that is, when prior 
taxable income is at the top of the narrow 
range, and therefore at the bottom of the next 
higher bracket—the equation becomes: 
F=R/(1-t k) 

and, by the analysis of the text, this is the F 
for most of that next higher bracket, where the 
tax rate is +k. As x declines progressively 
from DR’ to zero, F advances progressively 
from R / (l-t) toR / (l-t—k). Accordingly, 
for a span of incomes covering several brack- 
ets, F takes on a succession of values, each 
value being fixed throughout a bracket except 
for the narrow range of width DR’ at the top 
of that bracket, and within that narrow range 
F steadily rises to its level for the next bracket. 


Note 5. For 1948 and the immediate following 
years, income tax Form 1040 was designed, 
in order to give effect to the split-income priv- 
ilege, in accord with the description in the 
text: the combined taxable income was divided 
by two on the Form, the single-taxpayer rate 
was applied to one-half the income, and the 
resulting tax was doubled. More recently and 
currently Form 1040 gives a separate tax-rate 
schedule for joint returns, with the bracket 
boundaries of any specific rate being double 
those of the bracket having the same rate in 
the single-taxpayer schedule; and the effect 
thus is identical with the 1948 procedure. 
The head-of-household tax schedule, apply: 
ing under present law to the small number of 


taxpayers qualifying for such tax treatment. 
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has mainly the same brackets as the single-tax- 
payer schedule, but somewhat lower rates in 
nearly all brackets. 

The conversion of a joint return taxpayer, 
for purposes of the analysis in the text of Sec- 
tion II, to a basis for reference to the single- 
taxpayer schedule is simple: we need merely 
to define “‘prior taxable income” of a joint re- 
turn as half the combined taxable income of 
husband and wife. No such conversion is pos- 
sible for the head-of-household return, but this 
group of returns is so small as not to be de- 


cisive in our analysis. 


Note 6. Under current Federal tax law, if a 
bond is bought at a discount—and thus has a 
and if it is held 
to date of maturity or prior date of call, the 
discount is presumably recovered at such date 
and is treated as a capital gain, whether the 
coupon interest is taxable or tax-exempt. Ac- 
cordingly, if bought at a discount, the yield 
of a tax-exempt bond is not entirely free of 


Federal tax: the portion of the yield repre- 





yield above its coupon rate 


sented by the coupon rate is thus free, but the 
remaining portion may ultimately be subject 
to a capital-gains tax. Correspondingly, the 
tax on the yield of a taxable bond bought at a 
discount consists of two parts: the ordinary 
income tax currently upon the coupon interest 
and a capital-gains tax ultimately on the re- 
covered discount. If a bond is bought at a 
premium, the case is more complicated. If such 
a bond is taxable, the taxpayer may elect to 
amortize the premium to date of maturity, or 
to an earlier date of call if such date is more 
than three years from date of issue, with the 
results that ordinary income tax rates apply 
to the coupon interest reduced by the annual 
amortization, and that the basis for capital- 
gains (or loss) computation is likewise re- 
duced with a consequent increase (or reduc- 
tion) in the capital gain (or loss) for tax pur- 
poses. If such a bond is tax exempt, the amor- 


tization of premium is not allowable as a de- 
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duction against ordinary income for income 
tax; but it must be applied to reduce the basis, 
with the same effect on the ultimate capital- 
gains tax as in the taxable-bond case. 

In view of these provisions, the tax compari- 
son between taxable and tax-exempt bonds is 
not as simple as would appear from the analy- 
sis in the text. In that analysis, the entire yield 
of a taxable bond is in effect assumed to be 
subject currently to ordinary income tax, and 
the entire yield of a tax-exempt bond is as- 
sumed to be free of capital-gains tax as well as 
income tax, 


Note 7. In outlining the tax computation, for a 
choice between bonds not selling at par, we 
shall confine our attention to bonds selling at 
a discount; because, in the current period of 
rising interest rates, most outstanding bonds 
were originally issued at coupon rates below 
the present market rates. The procedure out- 
lined below could, however, be adapted to the 
case of bonds selling at a premium if appro- 
priate alterations were made at various stages. 
An initial difficulty arises because the tax-ex- 
empt and taxable bonds are unlikely to be 
selling at the same discount from par. Hence, 
if the investor buys both bonds to the face 
value of minimum denomination (as defined in 
the text), his actual amount invested would not 
be the same for one bond as for the other. We 
would allow for this difficulty by supposing that 
the difference between the two amounts in- 
vested is removed by his buying or disposing 
of a corresponding amount of some other asset, 
not restricted as to denomination, yielding tax- 
able interest. Our tax computations could then 
include the tax on the interest—positive or 
negative—from this supplementary investment 
transaction. As, however, the amount involved 
in such a refinement is likely to be small in 
comparison with the magnitudes of the main 
analysis, we shall ignore the refinement. More- 
over, as the minimum denomination D cancels 


out of our equations, our calculations here are 
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on the basis of a one-dollar unit of face value in 
either bond: denomination is assumed as one 
dollar. 

Let us represent the average income-tax rate 
applicable to parts of the taxable interest fall- 
ing in two adjacent brackets by t. Presumably 
t should also be averaged over the years from 
date of purchase to date of maturity, but we 
shall again assume that investor’s best estimate 
of that average is the ¢ of the first year. We 
can then designate, for the taxable bond, the 
following symbols: coupon rate, R’; discount 
as per cent of par, d’; span in years to matur- 
ity, s’; rate of tax (which can not exceed 25% ) 
on capital gain realized at maturity, g’; yield 
to maturity, Y’; and use the same symbols, 
with double primes, for the tax-exempt. Where 
the formulas take the same form for both 
bonds, we shall occasionally omit all primes 
from these symbols. Although the capital-gain 
tax, dg, is not payable until maturity, we shall 
spread it over the various years (ignoring the 
difference between “present value” of a future 
tax and the straight annual average) by divid- 
ing dg by s. The annual income (before tax) 
on the taxable bond is the amount invested 
(1 -—d’) multiplied by the yield, Y’: income is 
(1 -—d’) Y’. This income consists of two parts: 
R’, and (1—d’) Y’ —R’. Only the first part is 
subject to income tax (as ordinary income), 
and the tax is R’t. Total tax for the taxable 
bond is then R’t+d’g’/s’. The only tax for 
the “tax-exempt” bond is d’”’g’”’/s’’. Income net 
after tax then becomes for the taxable bond: 

(l-d’)Y’-—R’t-d’g’/s’, 
and for the tax-exempt: 
(1-d”) Y”’ —d’g’’/s’’. 
At the indifference level of prior taxable in- 
come, these two must be equal; and we then 
replace t by 7, with its usual meaning: 
(1-d’)Y’—R’T -d’ g’/s’ = 
(1-d”’) Y” —d’’g’’/s’’ 
and 

T=(1-d’) Y’ /R’-(1-d”) Y” /R’+ 

d’’g’’/s’’R’ —d’g’/s’R’. 


If both d’ and d” are zero, Y’ becomes R’ and 
Y” becomes R’”’; and as R’”’/R’ is R, the equa- 
tion boils down to 

T=1-R 
the form found, for bonds selling at par, in 
Section I. 

If the bonds are of the same maturity, s’ = 3’, 
and g’ necessarily equals g”, but Y’ cannot 
then equal Y” except in the improbable case 
that R’ = R”. The above general equation then 
becomes: 

T =[(1-d’)Y’ - (1-d”)Y”- 
(d’—d’’)g’/s’|/R’. 

Apart from these two exceptional cases, the 
first formula above for T is applicable. In any 
such situation, the investor—if he is willing to 
make the effort—can make his own estimates 


, 


of g’ and g” (and, if his prior taxable income 
is currently above the critical level for use of 
the “alternative” capital-gains tax, he will 
probably take them, as 25%), and can know 
specifically the numerical valves of all other 
symbols on the right-hand side of the equation. 
Thus, he can calculate 7, and the correspond- 
ing indifference income, as his basis for choos- 


ing between the bonds. 


Note 8, The various symbols below, so far as 
they correspond, have the same meanings as in 
Note 7. Let the new symbol Y represent the 
ratio of yields: Y’’/Y’. 

An approximate formula for the yield to 
maturity, giving ordinarily a result very close 
to that found in bond tables, is: 

Y’ = (R’-d’ /s’)/ (1-4d’). 
And, as 1/(1—4d’) is approximately (neg- 
lecting higher powers of the small—presum- 
ably much less than unity—quantity 4d’) 
equal to (1 + 3d’), we get approximately 
Y’ = (R’ —-d’/s’) (1+ 4d’) 
= R’ + R’d’/2-d’/s’ — d’d’ /2s 

and, as the final term can also be dropped since 
it involves a high power of a small quantity, 
this becomes 


Y’ = R’ + (R’/2-1/s’)d’ 
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and a similar approximate formula, with 
double primes, holds for the tax-exempt. 

We have then for the yield ratio 

Y= [R”’ + (R’/2-1/s’’)d”] / 
[R’ + (R’/2-1/s’)d’] 
and, after dividing numerator and denomina- 
tor by R’ and remembering that R is R’/R’, 
this becomes 
Y=[R+ (R/2-1/R’s”)d”’] / 
[1+ (4-1/R’s’)d’]. 

If the span to maturity is 20 years for each 
bond—and most bonds in the indices of Sec- 
tion Il have maturities ahout or at least that 
long—the expression (4 —1/R’s’)d’ could not 
become negative and have an absolute size as 
great as unity unless RK’ were as low as ap- 
proximately .05d’ (1 —d’/2). Even with the 
low coupon rates prevailing when some long- 
term bonds presently outstanding were issued, 
and with any practically likely percentage dis- 
count d’ (always less than 100%, which is 
unity), such a low R’ is exceedingly improb- 
able. If the expression does not become nega- 
tive—if 1/R’s’ is not greater than 1/2—it is 
certainly smaller than unity, because even 
\d’—its largest possible positive value—is less 
than unity. Hence, for all practically likely 
cases, the expression (}$—1/R’s’)d’ is less 
than unity, and probably enough less so that 


>] 


we can call it a “small quantity” in the sense 
used in the approximations above—the sense 
that higher powers of the small quantity can be 
neglected. Accordingly, we have the approxi- 
mation 
Y=[R+ (R/2-1/R’s’’)d”] 
[1- (4-1/R’s’)d’]. 

Similarly, the expression (R/2-—1/R’s’’) 
d”, for bonds of distant maturity, cannot have 
an absolute value as large as unity or even 


near unity, in any practically likely cases. 


’ Hence, we can make a further approximation, 


getting 
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Y=R+ (R/2-1/R’s’’) d” —R(4 —1/R’s’) d’ 
which takes the form 
Y=R+ (d”’-d’) R/2-d”/R’s’ +d’R/R’s’. 
The terms on the right side of the equation 
after the R term determine the extent of the 
inaccuracy in the assumption, in the text, that 
Y can be accepted as an estimate of R. The 
first of these terms is not likely to be large: 
R/2 probably cannot exceed .50; and although 
both d’ and d” may be considerable percent- 
ages, the difference between them is unlikely 
to be large. Although both the last two terms 
can be fairly large percentages, their difference 
also is not likely to be large. Nevertheless, in 
a specific case, Y can be substantially different 


from R. 


Note 9. As explained in Note 5, in the years 
from 1948 on, Form 1040 provided, in one 
form or another, that the combined taxable 
income of husband and wife on a joint return 
would be split in half, with each half taxed at 
the single-taxpayer rates. 

Accordingly, for those years, if we consult 
the single-taxpayer rate schedule in locating 
the critical bracket and identifying the indif- 
ference income, we must regard one-half the 
combined taxable income of a joint return as 
the prior taxable income. 


Note 10. The tax rates shown in the table com- 
bine normal tax and surtax. For the years 
1946-1950 the sum of the basic normal tax 
and surtax was reduced by a percentage pro- 
vided by amendments granting temporary tax 
reductions. These percentages were not the 
same for all five years, and the same rate did 
not necessarily apply to all amounts of normal 
tax plus surtax in any one year. The figures 
shown in the table are after application of the 


appropriate percentage reduction in each case. 
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What Is Appropriate 
Public Policy for 
Profit Renegotiation? 


One of the drafters of the Renegotiation Act of 1951 and its 
regulations reviews the policy in the light of current conditions 


and past experience. 


Discussions of public policy concerning de- 
fense profits have revolved almost entirely 
around ways of improving and limiting the 
renegotiation process. It has come to be as- 
sumed that some form of renegotiation is in- 
evitable during a period of national emergency. 
At the same time, the advocacy of renegotia- 
tion as the best way to curb defense profits has 
always been accompanied by the recognition 
that renegotiation is a displeasing technique 
with many drawbacks and one that would not 
and should not be used for very long. 

The fact is, however, that renegotiation has 
been employed in connection with defense con- 
tracts for over 17 years and that a definite 
date has not yet been set for its end. Rather, 
it appears that renegotiation may be here to 
stay since the need for it is said to result today 
from the disturbed state of our relationship 
with the Soviet Union. This is expected to con- 
tinue for a long time. 

Under these circumstances, an appraisal of 
the renegotiation process which failed to as- 
sume the continuation of renegotiation for an 
indefinite period would not be completely 
realistic. Still, it is desirable to consider all the 
possible alternatives in making a study of 
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public policy in any area. We must ask our. 
selves, therefore, whether renegotiation need 
be continued at all. 

Such an inquiry involves a consideration 
of, first, the reasons why renegotiation was 
adopted initially ; second, whether these reasons 
have as much force today as they once did; 
and, finally, the comparative advantages and 
disadvantages of renegotiation and of possible 
alternative techniques for accomplishing what 
renegotiation is designed to accomplish. In 
making these comparisons, it will be helpful to 
consider renegotiation not only as it is now 
but also as it might be if desirable improve. 
ments were made in it. From these considera- 


tions it will perhaps be possible to determine 


how well renegotiation is suited to cope with the 


defense profits problems of the 1960's and, 


assuming that renegotiation is to be continued, , 


what improvements should be made in it. 


THE OBJECTIVES OF 
RENEGOTIATION 


From its inception, it has been asserted that 


the renegotiation process has two main pur 
poses. One is to secure “fair prices” for the 


articles and services which the government 


must 
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must buy for defense.’ The other is to prevent 
individual suppliers to the government from 
reaping unconscionable, or, as they have come 
to be called technically, “excessive” profits. 
“Fair prices” are desired in order to reduce the 
fnancial burden upon the government in time 
of national emergency and to help prevent in- 
fation. It is believed that “excessive profits” 
should be prevented because of what has been 
described as the public “obsession about profi- 
tering’ that develops when the activities of 
many are curtailed by a scarcity of materials 
and conscription. Profiteering is considered ob- 
jectionable under such circumstances, whether 
it be intentional or accidental.’ 

Renegotiation is designed to accomplish 
these major objectives in two ways. By requir- 
ing firms to make refunds, it reduces both the 
net price paid by the government for the 
articles supplied and the profits of the firm 
making the refund. By holding out to defense 
suppliers the promise that they will fare better 
in renegotiation if they keep their prices at a 
reasonable level when making sales to the gov- 
ernment or upper-tier contractors, renegotia- 
tion also discourages “unfair” pricing and 
“excessive profits” in the first instance. 

There can be little quarrel with the desire to 
keep governmental expenditures at a minimum 
and to avoid some of the injustices in the dis- 
tribution of income that occur in a national 
emergency. At the same time, it is necessary 
in considering public policy in this area to 
inquire whether these objectives are as im- 
portant now as they were, say in 1942. Let us 
study each of the objectives of renegotiation 
from this point of view. 

Changes in the conditions surrounding the 
purchase of defense materials and services 


‘See, for example, Report of the Joint Committee on 
Internal Revenue Taxation Relating to Renegotiation, 
S. Doc. No. 126, 84th Congress, 2d Sess. (1956), pp. 
7-8; 97 Congress Rec. 587 (1951). 

*W. K. Hancock and M. V. Gowing, British War 
Economy (London: H. M. Stationery Office, 1949), 
p. 157. 

*See John P. Miller, Pricing of Military Procure- 
— (New Haven: Yale University Press, 1949), p. 
36. 
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since the beginning of World War II have 


made the objective of price reduction less im- 
portant today than originally. A much smaller 
proportion of the economy is now devoted to 
defense. There is a greater probability, there- 
fore, that fair prices can be achieved through 
ordinary market processes. This is not neces- 
sarily true of purchases by the services of such 
military items as aircraft and missiles which 
constitute the major portion of the output of 
the producing industries.‘ But even here the 
military departments are more efficient than 
they were at the beginning of World War II. 
Their purchasing officials are more experi- 
enced. There is usually more time to investigate 
and to negotiate. There are new techniques 
available for more efficient purchasing. 

Nevertheless, some representatives of the 
military departments engaged in purchasing 
are still of the opinion that in significant areas 
there is no insurance that the government will 
“obtain the price benefits that would normally 
accrue from competition among suppliers.” 
They claim that this is particularly true in 
regard to subcontracts. 

It must be concluded then that renegotiation 
may still help reduce the price of defense pur- 
chases, but this role is clearly more limited 
than it was originally. 

It also appears that the urgency of prevent- 
ing excessive profits is not as great now as in 
the past. As has been recognized for some 
time, there is no need for the renegotiation on 
standard articles, because competitive forces 
presumably will prevent a seller from realizing 
extraordinary profits from their sale. As long 
as all suppliers have equal access to raw 
materials, profits that are made from the sale 
of standard articles under defense contracts 
will necessarily approximate the profits made 
from selling to the civilian sector of the econ- 
omy. 





* Milier (see note 3), p. 237. 

“Extension of the Renegotiation Act, Hearings 
Before the Committee on Ways and Means, U. S. 
House of Representatives, 85th Congress, 2d Sess. 
(1958), p. 2. 
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Even contracts for non-standard articles 
today are not so likely to yield the kind of 
profits that shock the public, as did those which 
prompted the adoption of renegotiation in the 
first place. The same forces that have increased 
the likelihood of fair prices have decreased the 
likelihood of excessive profits. And even when 
an individual firm earns very substantial 
profits, it is unlikely that the morale of the 
nation is substantially damaged. Although it is 
true that conscription is still in effect, there is 
not the same preoccupation with profiteering 
that exists when a very large number of the 
people are being adversely affected by the 
rigors of war and when many, not just a few, 
may be reaping windfall profits. 

Here, again, a primary objective of renego- 
tiation has become less important as the result 
of changing conditions and the role of renego- 
tiation has necessarily diminished. 

It is also argued on behalf of renegotiation 
that contracting officials need the aggregate 
financial data gathered by the renegotiation 
agency in the course of its operations in order 
to perform their jobs well. Although there can 
be little question that such data may be help- 
ful in negotiating future prices,’ it is significant 
that the Air Force places renegotiation data 
tenth on a list of data to be used by contracting 
officials in price analysis and says of it merely 
that it “is primarily of historical interest but 
may be one test of the past reasonableness of 
contractors’ estimates.” In any event, if this 
were the only reason for renegotiation, the col- 
lection and analysis of over-all data of sup- 
pliers could be performed better by those en- 


gaged in purchasing. 


APPROPRIATENESS OF OTHER 
TECHNIQUES TO ACCOMPLISH 
THESE OBJECTIVES 


Before attempting to determine how well 
renegotiation performs the functions assigned 
* See, for example, Miller (note 3), p. 180. 


* Air Force Procurement Instructions, Sec. 3-808.2 
(d) (10). 





to it, it will be helpful to consider other devices 
which have been or might be adopted to reduce 
prices and prevent excessive profits, 

Quite a few of these contractual techniques 
have been developed, including incentive-type 
contracts, price redetermination provisions, 
and escalation provisions. They seek to accom. 
plish their purpose by postponing the establish. 
ment of even a tentative price until something 
can be learned about the cost of manufacture 
of an item from the experience of the supplier 
with it. Some of these arrangements go farther 
by offering the supplier an opportunity to in. 
crease his profits under the contract by reduc. 
ing the cost of manufacture below an original 
cost estimate or target. The supplier and the 
government are said to share, under such an 
arrangement, cost-savings which the supplier's 
efficiency has presumably brought about. 

These arrangements certainly accomplish at 
least some of the things that renegotiation is 
said to accomplish. To the extent that they 
defer the establishment of the contract price 
until more is known about costs, they reduce 
the possibility that the price is not fair or that 
the supplier will derive unexpected excessive 
profits from the contract. Admittedly, they do 
not altogether eliminate the possibility of these 
unwanted results. 

The techniques that go farther and provide 
a clear and definite incentive to the supplier 
to be efficient are likely to be more effective 
than renegotiation in reducing the cost of the 
article to the government. The type of contract 
which is most calculated to stimulate contrac- 
tors to reduce their costs is the fixed-price con- 
tract, since the contractor knows that he will 
be able to retain any portion of the contract 
price that he doesn’t expend in the performance 
of the contract. The incentive-type contract is 
designed to accomplish the same purpose with- 
out committing the government to a fixed price 
at the beginning. The firm knows that if it cuts 
its costs under a specified amount, its profits 


will increase. 
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No such assurance is given to the firm when 
renegotiation is employed to reduce costs. It is 
true that the renegotiation statute and regula- 
tions have always provided that firms would be 
given favorable consideration in renegotiation 
for economy and efficiency, but there is little 
in the recorded history of the renegotiation 
process to assure a firm that it will be rewarded 
for its efforts in this direction. Even assuming 
that the renegotiation agency is conscientious 
in carrying out the announced aims of the 
statute and regulations, the firm being re- 
negotiated can never be certain that it will 
be—or has been—suitably rewarded since the 
renegotiation agency does not assign weights 
to the various factors it considers in arriving 
at its determinations. 

Accordingly, even when a firm performs its 
contracts with the knowledge that its profits are 
subject to being refunded in renegotation, the 
incentive to reduce costs that is provided by 
renegotiation is quite conjectural. When a firm 
has reason to believe that its over-all profits 
will not be sufficiently high to be recaptured in 
renegotiation, then clearly renegotiation pro- 
vides no incentive at all to reduce costs. In 
theory, renegotiation should provide an in- 
centive for cost reduction whenever the firm is 
likely to realize a substantial profit from its 
renegotiable contracts. In practice, however, 
the renegotiation agencies have been inclined 
to permit defense contractors to retain a sub- 
stantial profit, however poor performance of a 
contract may have been. It must be concluded, 
therefore, that incentive-type contracts offer 
much ereater motivation to reduce costs than 
does renegotiation. 

But, it may be argued, even assuming that 
incentive contracts do a better job than re- 
negotiation in keeping down the prices of 
articles purchased by the government, why not 
use both? After all, a contractor who is very 
successful in reducing the costs under an in- 
centive contract may realize large profits. 


Aside from the possible unfairness involved in 
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the government’s giving a bonus for good per- 
formance with one hand and taking it away 
with the other, renegotiation may be undesir- 
able here because in some cases it tends to des- 
troy the very incentives to reduce prices which 
incentive contracts presumably furnish. This 
will be the case whenever the supplier believes 
that his over-all operations have placed him 
near the high-water mark of permissible 
profits. 

None of the foregoing applies, of course, to 
subcontracts which are not subject to the spe- 
cial contractual arrangements that have just 
been discussed. Insofar as prices and profits 
are not controlled there by the self-interest of 
the prime contractors who make the purchases, 
renegotiation is still probably the best device 
available for squeezing the water from prices 
and profits. It is significant that during World 
War II, the government of the United Kingdom 
developed an informal process similar to re- 
negotiation that it applied to subcontractors 
alone. It required subcontractors to submit an 
annual “over-all trading report,” and in ap- 
propriate cases, to make refunds of a part of 
their profits." 

So far we have addressed ourselves to the 
merits of techniques other than renegotiation 
for eliminating excessive profits once realized 
and reducing prices already established. The 
proponents of renegotiation, however, argue 
further that the importance of renegotiation 
lies in the effect which it has upon the pricing 
of contracts in the first instance. “This process 
of self-renegotiation is the most significant and 
important by-product of renegotiation,” ac- 
cording to Chairman Coggeshall of the Rene- 
gotiation Board.’ Although it is impossible to 
measure this asserted effect of renegotiation, 
it is obvious that renegotiation can at best have 
the desired effect only when the supplier has 
complete control over his prices and considers 
~ ®W. Ashworth, Contracts and Finance (London: H. 
M. Stationery Office, 1953), pp. 101-105. 


* Extension of the Renegotiation Act (cited in note 


So) Beeos 
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that his over-all situation in respect to govern- 
ment contracts places him well within the ex- 
cessive profits area. Even in such a situation he 
cannot be certain, for the reasons discussed 
above, that his restraint in pricing will ulti- 
mately benefit him in his renegotiation pro- 
ceedings. Because little is known about this 
matter, it would be helpful to learn from con- 
tracting officials of the military departments 
and from upper-tier contractors how effective 
the threat of harsh treatment in renegotiation 
has been in producing lower contract prices. 
Until such an investigation is made, it will not 
be possible to judge the relative merits of re- 
negotiation and alternative devices in accom- 
plishing the asserted objectives of renegotia- 
tion. 

Are there other devices besides the contrac- 
tual techniques already noted which might be 
substituted for renegotiation to accomplish its 
basic objectives? Some of renegotiation’s func- 
tions conceivably could be reserved for the 
Congress itself. Specifically, the problem of 
determining whether the profits of individual 
defense contractors are too large might be 
handled by congressional committees, which 
even now occasionally dabble in this area. The 
large diversity of defense suppliers does not 
make this procedure any more feasible or at- 
tractive than it was in 1942 when renegotiation 
was adopted. It is customary for the Congress 
to assign to an administrative agency rather 
than to one of its own committees the respon- 
sibility for developing policy on a case-by- 
case basis whenever the Congress is unable to 
establish precise standards in advance. Not- 
withstanding that the Congress has a more 
intimate relationship with its own committees 
than with an administrative agency like the 
Renegotiation Board, it is not likely that the 
handling of the defense profits problem by a 
congressional committee would be any more 
uniform or satisfactory than it would be by the 
Renegotiation Board. 


It has been demonstrated so far in this paper 





that the ends which renegotiation is intended to 
serve have become less important under 
present conditions and those that are foresee. 
able in the immediate future and that other 
techniques are adequate partial substitutes for 
renegotiation in achieving these goals. At the 
same time, as we have seen, there are still some 
functions which renegotiation alone can per. 
form. 

It does not inevitably follow from this, how. 
ever, that renegotiation should be continued, 
Like any regulatory tool, it must justify itself 
in balance. The best friends of renegotiation 
concede that it is not a perfect device. If its 
disadvantages under present conditions out. 
weigh any accomplishments that, in the best 
possible light, could be reasonably anticipated 
for it, then it should be discontinued or, at the 
very least, suspended. Let us proceed then to 
an analysis of what is wrong with the renegotia- 


tion process. 


WHAT IS WRONG WITH 
RENEGOTIATION? 


It is proposed now to catalogue the objec- 
tions that have been made to the renegotiation 
process, and to weigh the evidence which has 
been adduced in support of them. At least four 
major types of objections have been made. 

In the first place, renegotiation has an ad- 
verse effect upon firms subject to it. Renegotia- 
tion, it is said, is costly and time-consuming. 
There can be little question that this is so, but 
every form of government regulation requires 
the expenditure of some time and money by 
affected firms. What makes renegotiation 
unique in its demands upon the resources of 
the firm being renegotiated is that only its top 
executives are competent to deal with the gov: 
ernmental representatives concerned as long as 
there is a possibility that the firm will be re- 
quired to make a refund. This is because an 
integral part of the renegotiation process is the 
attempt at justification of the profits that the 


firm has made in the light of such elements as 
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its efliciency, its contribution to the defense 
effort, and the special risks it has assumed. 
Although lawyers, accountants, and other ex- 
perts are useful in making this presentation 
to the renegotiation agency, a firm is not well 
advised to leave the entire job to them. The 
executives who are most familiar with the 
firm’s achievements and best able to answer the 
renegotiators’ questions about them are ex- 
pected to be available for such questioning. 
This means that the top management of the 
frm must devote a substantial amount of its 
time to the preparation and presentation of 
the renegotiation case, particularly when the 
renegotiation proceeding progresses through 
several echelons of the renegotiation agencies. 

A second major objection that has been 
made to renegotiation is that it is bad for the 
oficials of the government who are engaged in 
making renegotiable contracts. It has been 
claimed that in setting prices originally these 
oficials tend to rely upon renegotiation to re- 
coup from the contractor amounts which they 
might have prevented the contractor from re- 
ceiving in the first place, had they priced more 
closely. The answer customarily made to this 
objection is that, inasmuch as contracting 
oficials are normally making contracts and 
setting prices within the budgetary limitations 
imposed upon them, it is to their advantage to 
establish prices at as low a level as possible. 
This is particularly so since amounts refunded 
by way of renegotiation are not returned to 
the departmental appropriations allotted to the 
contracts producing excessive profits, but are 
instead returned directly to the Treasury. 
There is no evidence, except perhaps at the 
beginning of World War II, that any laxness 
in pricing of which contracting officers may 
have been guilty resulted from their de- 
pendence upon renegotiation as a backstop.” 

It is also said that renegotiation conflicts 
with other governmental objectives. It is as- 


srted in the first place that renegotiation 


” Miller (note 3), p. 181. 
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impedes technological progress in the field of 
defense. The basis of this objection is that the 
monies refunded in renegotiation are not avail- 
able for plowing back for necessary research 
to bring new weapons systems into operation 
and that renegotiation thereby results in 
“poorer and more costly defense.”” The Re- 
negotiation Board has vigorously challenged 
this contention, suggesting among other things 
that firms in such industries as aircraft pre- 
sumably can meet renegotiation payments 
without any interference with technological 
progress, since they have been able to meet 
more substantial tax and dividend payments 
over the years.” Space does not permit docu- 
menting these opposing points of view here; 
it is enough to point out that money refunded 
to the government obviously cannot be spent 
on research by firms subject to renegotiation 
even if they should want to do so. 

It has also been asserted that renegotiation 
in peacetime hampers production for defense 
because of the unwillingness of some firms to 
subject themselves to renegotiation and their 
consequent refusal to take renegotiable con- 
tracts. Doubtless some firms which have had 
it within their power to decide whether or not 
to take renegotiable contracts have chosen to 
deal exclusively with civilian customers. There 
is no evidence, however, that renegotiation has 
in fact interfered with military production in 
any significant respect. 

Another policy with which renegotiation 
may come into conflict is that in favor of en- 
couraging the growth of small business firms. 
Although renegotiation does not impinge on 
the great majority of small business firms, it 
does affect certain firms which are expected to 
benefit from the small business policy of the 
government, namely new firms which have 
demonstrated an ability to compete with exist- 
ing large firms in fields important to the 
national defense. These firms have the greatest 


‘Extension of the Renegotiation Act (note 5), p. 
19, 


Extension of the Renegotiation Act, p. 188. 
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difficulty in obtaining requisite financing dur- 
ing their growing period. And yet it is at this 
very time that their efforts to secure more 
capital may be hampered by the requirement 
that they refund part of their profits. Even if 
they are ultimately cleared in renegotiation, 
their efforts to secure financing may neverthe- 
less suffer from the threat of a refund hanging 
over them for a long period.” 

One further objection that is often made to 
renegotiation is that the procedure for carry- 
ing on renegotiation is calculated to produce 
unjust and arbitrary results. Specifically, it is 
claimed that the criteria for renegotiation are 
too vague, that the statements given by the 
Board to justify its rulings are too general, and 
that there are likely to be wide differences 
among rulings made by various renegotiation 
agencies in regard to similar cases, It has been 
asserted indeed that “by its very nature the 
process of determining excessive profits is 
fundamentally and inescapably arbitrary.” 
It is also claimed that renegotiation can be 
unfair in its application to entire industries, 
since the members of the Renegotiation Board 
are given wide discretion and are not required 
in their determinations to follow the judgment 
of the Congress or of procurement officials in 
regard to what constitutes an appropriate profit 
level for a given industry. The exemption of 
many classes of contracts from renegotiation 
by the Congress and the Board in recent years 
has also contributed to a lack of uniformity in 
the application of renegotiation to various in- 
dustries. 

Not even the most enthusiastic advocate of 
renegotiation will deny the presence of arbi- 
trary elements in the renegotiation process. 
Some of them will be discussed in detail below. 
The question here, as in the case of the other 


criticisms which have been noted, is whether 
8 This is discussed more fully in Sumner Marcus. 
“Renegotiation and Small Business,” 45, Virginia Law 
Review, 37-38 (1959). 
“ Extension of the Renegotiation Act (note 5), p. 
129. 





the advantages to be secured from renegotia. 
tion outweigh its manifest drawbacks, 

How then shall we summarize the criticism 
of renegotiation? Certainly some of it does not 
have a substantial foundation. It is doubtful 
whether renegotiation makes contracting off. 
cials lax in the performance of their duties; it 
is doubtful whether the military departments 
have suffered or are likely to suffer for want of 
materials because of the unwillingness of quali- 
fied firms to take renegotiable contracts and 
thereby to subject themselves to the vicissitudes 
of the renegotiation process. It is possible that 
technological progress is substantially impeded 
because renegotiation takes place, but this re- 
mains to be demonstrated. On the other hand, 
some of the criticism of renegotiation is more 
serious. It is an arbitrary process; it is time- 
consuming and disruptive of the operations of 
defense firms; it is inconsistent with certain 


other objectives of the government. 


HOW CAN RENEGOTIATION 
BE IMPROVED? 


Before passing final judgment on the ques- 
tion of whether and to what extent renegotia- 
tion should be continued, it is necessary to 
know how it can be improved. It is possible 
that a tentative decision to eliminate renego- 
tiation might be changed if some of its present 
objectionable features were eliminated. In any 
event, if renegotiation is to be continued willy- 
nilly, then by all means its worst features 
should be corrected if possible. 

One persistent criticism of renegotiation has 
been that the standards for determining what 
profits are “excessive” are too vague. This crit- 
icism must be evaluated in the light of possible 
alternatives to the present procedures of rene- 
gotiation. The antithesis of methods now be- 
ing employed to determine whether a firm has 
realized excessive profits is the use of a rigid 
mathematical formula, such as that contained 
in the Vinson-Trammell Act. This is generally 


considered undesirable because it tends to de 
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stroy contractors’ incentives to reduce costs in 
much the same way that a cost-plus-a-percent- 
age-of-cost contract does. By virtue of its me- 
chanical application to all contractors, such a 
formula cannot be used to reward individual 
contractors for their imaginative contributions 
to the defense effort. It is generally conceded 
that changed renegotiation procedures must 
retain at least some of the flexibility which the 
present ones possess. The question is whether 
greater precision is compatible with the re- 
quired flexibility. 

There are several ways to combat this vague- 
ness. In the first place, a more precise state- 
ment could be made about just what an indi- 
vidual renegotiation proceeding is designed to 
accomplish. At the present time, a reading of 
the renegotiation statute and regulations dis- 
closes merely that the “policy” of renegotiation 
is that “the sound execution of the national de- 
fense program requires the elimination of ex- 
cessive profits from contracts made... in the 
course of said program.” True, the statute 
and regulations spell out certain factors that 
are to be taken into consideration in arriving 
at a determination of excessive profits, but no- 
where do we learn what excessive profits are, 
or what nonexcessive or reasonable profits are. 
We are able to glean a little more about the 
objectives of renegotiation from the public 
statements of those concerned with the draft- 
ing and administration of renegotiation stat- 
utes and regulations. Unfortunately, however, 
we find that these statements are not entirely 
consonant. One veteran renegotiator tells us 
that “we are attempting to put ourselves in the 
position of the contracting parties before a con- 
tract was let, and before performance under it 
was had, and set the contract price at a level 
that we would have set it had we known all the 
things we know at the time we are looking at 
it" 

8 Sec, 101 of the Renegotiation Act of 1951, 50 
U.S.C. App. Sec. 1211 (1952). 

** Independent Offices Appropriation for 1956, Hear- 
ings before a Subcommittee of the Committee on 
Appropriations, U. S. House of Representatives, 84th 
Congress, Ist Sess. (1955), p. 41. 
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On the other hand, the Chairman of the 
House Armed Services Committee tells us that 
“the sole objective as well as the net result of 
a renegotiation proceeding is to make certain 
that the Government has paid no more to a 
contractor, directly or indirectly, than he 
should in good conscience be entitled to re- 
ceive in the circumstances—in a word, that 
from the efforts of the Government to maintain 
the common defense for the common good, he 
has not accumulated more than a fair return or 
over-all price for what he has done.” At the 
same time, we are frequently told that re- 
negotiation is a substitute for competition, 
which presumably means that the prices per- 
mitted the contractor after renegotiation are 
a rough equivalent of what he would have re- 
ceived had there been competition. The Re- 
negotiation Board, in response to urgings by 
the aircraft industry, has recently suggested a 
still different objective for renegotiation when 
applied to certain kinds of contracts—namely 
to recapture profits from a contractor when he 
has received a bonus for performing the con- 
tract at less cost than originally anticipated and 
when these savings are not attributable to his 
efficiency.” 

Clearly, the goals of renegotiation are not 
well defined, nor are they the same for all those 
concerned with the process. Even if there were 
agreement about the kind of competition for 
which renegotiation is a substitute, it would not 
necessarily follow that a price determined to 
be one which competition would have produced 
is the same as one yielding a “fair return” to 
the supplier. A price which is determined to 
be the one that would have been negotiated if 





“97 Congressional Rec. 587 (1951). 

‘*“Favorable recognition must be given to the con- 
tractor’s efficiency in operations with particular atten- 
tion to the following... Nature and objectives of in- 
centive and price redeterminable contracts and sub- 
contracts; with respect to such contracts or subcon- 
tracts, in which the contract prices are based on esti- 
mated costs, the Board will take into consideration 
the extent to which any differences between such 
estimated costs and actual costs are the result of the 
eficiency of the contractor.” Renegotiation Board 
Regulations, Sec. 1460.9(b) (5). 
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all the facts learned after the contract had been 
known at the time the contract was entered into 
is not necessarily the price which would have 
resulted had there been full competition. Nor 
is it necessarily the price that would yield a 
“fair return.” 

It is not surprising that there is so much 
apparent confusion concerning the purpose of 
the individual renegotiation proceeding. Econ- 
omists have found it difficult to agree about 
the nature of profit itself. The renegotiators 
have attempted to formulate neither a common 
theory of profit nor a theory of excessive prof- 
its. The result is that each renegotiator must 
proceed on the basis of his own unformulated 
theories or, in the alternative, must follow some 
unwritten mathematical formula in arriving at 
his determination. 

Which course is being followed by renegotia- 
tors at the present time should be stated. Even 
though it be conceded that it may not have 
been possible to obtain consensus about the 
objectives of a renegotiation proceeding when 
renegotiation was first adopted, it should be 
possible to do so after seventeen years of expe- 
rience and thousands of cases. Admitting that 
it is frequently necessary to develop public pol- 
icy in new areas by giving an administrative 
agency broad discretion rather than by pro- 
mulgating definite standards at the outset, 
there comes a time when standards should be 
made definite, as presumably they can be after 
the administrative agency has made policy in 
the course of its decision of many cases.” If 
the renegotiation agencies had been publishing 
their decisions and opinions over the years, as 
administrative agencies generally do, it is pos- 
sible that no further statement of policy would 
be needed at the present time. For Congress 
and those affected by the renegotiation statutes 
would presumably have been able to learn from 


““The function of discretion would not be then to 
displace rule but to prepare the way for it. On any 
other terms administrative discretion would be an 
anomaly.” Ernst Freund, Administrative Power Over 
Persons and Property (Chicago: University of Chicago 
Press, 1928), p. 128. 


those decisions what standards the Board was 
applying. In the absence of such guideposts, a 
more precise formal statement of policy should 
be required of those responsible for develop. 
ing the public policy concerning defense profits, 

A definition of these general objectives 
should be only the first step in the direction of 
greater clarity. Once the Board’s objectives are 
known, it will be possible to proceed to the es. 
tablishment of more meaningful standards to 
be applied to individual cases. 

The standards now being used by the Re. 
negotiation Board are not sufliciently mean. 
ingful even if it were assumed for the purposes 
of discussion that the ultimate objectives of 
the Board are well defined. The standards are 
a slightly expanded version of the “statutory 
factors,” which were invented during World 
War II by the first renegotiation agencies, and 
which, with minor modifications, have been in- 
corporated into successive renegotiation stat- 
utes. 

They offer us a veritable smorgasbord of ele. 
ments from which the individual renegotiator 
can select those which appeal to him most in a 
given case. The result is that the firm being 
renegotiated knows what factors may be taken 
into account but has no understanding of which 
of the many factors are considered by the 
Board to be the most important. And yet it is 
probable that behind every determination 
made by the Board are certain facts in the 
firm’s operations which outweigh all others 
in importance. While it may be conceded that 
it is most difficult to comprehend the many 
different fact situations which arise in renego- 
tiation within a given formula, it is neverthe- 
less high time that some attempts to do so be 
made. It is not within the scope of this article 
to develop the kinds of meaningful standards 
that could or should be adopted. One can only 
wonder, however, why the Congress and the 
Board have not pursued the excellent sugges: 
tions for a more precise, albeit flexible, group 
of standards that were first made by Professors 
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Weston and Jacoby many years ago.” The use 
of such standards is not likely to destroy any 
of the effectiveness that renegotiation may now 
have but would tend to make the renegotiation 
process more rational than it is at present. 

A second common criticism of renegotiation 
is of its procedures. It is contended in the first 
place that conducting a renegotiation proceed- 
ing for each fiscal year’s operation of a firm 
is bound to result in injustice when the firm’s 
profits fluctuate greatly from year to year. It 
is true that the income tax laws also employ a 
fiscal year basis. But they provide for loss 
carry-forwards and loss carry-backs. Carry- 
forwards are available in renegotiation too but 
they do not entirely meet the objections to the 
fiscal year basis. First, there is no provision in 
renegotiation for carry-backs. Second, renego- 
tiation is not meant to apply, as is the income 


tax law, to all profits, but merely to those that 


negotiation in this regard is that if a firm 
makes profits every year, it may be required 
to refund part of a year’s profits even though 
its over-all profits have been well below the 
allowable level. An analysis of the current pro- 
cedures of the Renegotiation Board, however, 
suggests that the problem is more theoretical 
than real because of the devices which the 
Board has evolved for “peeking” at the results 
of fiscal years other than those being renego- 
tiated.” 

A second criticism of the renegotiation pro- 
cedures pertains to the nature of the hearing 
given the firm being renegotiated. Some would 
like to see the Board adopt the more compre- 
hensive hearing procedures that are followed 
by other administrative agencies. The custom- 
ary answer to this suggestion has been that 
there is no need for such procedures because 
any firm that is aggrieved by a ruling of the 
Renegotiation Board is entitled to a de novo 

”y, Fred Weston and Neil H. Jacoby, “Profit 


Standards,” Quarterly Journal of Economics, LXVI 
(1952), 221. 


* Philip Nichols, Jr., “Equalizing Profit and Loss in 
Renegotiation,” 45, Virginia Law Review, 60 (1959). 
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hearing before the Tax Court of the United 
States, the proceedings of which resemble those 
of ordinary courts. Furthermore it is argued 
that a major virtue of the renegotiation process 
is the ability to reach settlement in the great 
majority of the cases after an informal, across- 
the-table meeting with representatives of the 
firm being renegotiated. 

Here again, as in the case of the definition 
of the level of allowable profits, there has been 
a tendency to assume that there are only two 
possible courses of action. During the hear- 
ings on proposed renegotiation legislation last 
year, the Machinery and Allied Products Insti- 
tute suggested an intermediate approach. 
MAPI pointed out that, even though the ad- 
ministrative procedures found in many agen- 
cies are perhaps not suitable to renegotiation, 
still it would be possible to acquaint a firm 
more fully with the issues by giving it a hear- 
ing on the tentative findings and conclusions 
of the renegotiators assigned to its case before 
any final determination was made by the re- 
gional or statutory board.” Certainly at the 
present time the firm is often shooting in the 
dark when it holds its meeting with the mem- 
bers of the regional board because it does not 
know for certain which factors in its case are 
considered by them to be the most important. 

A bill considered seriously by the current 
Congress attempted to achieve much the same 
objectives by requiring all determinations of 
excessive profits, at the level of either the 
statutory or regional board, to be preceded at 
the firm’s request by a statement of reasons for 
the determination and by making available for 
inspection by the firm all data relating to the 
renegotiation proceeding.” While this particu- 
lar provision perhaps goes too far in making 
public the informal files of the Renegotiation 
Board, its purpose is a good one—namely to 
acquaint the firm with the thinking of those 
who are about to make a judgment on the firm’s 


“ Extension of the Renegotiation Act (note 5), p. 
136. 
“H.R. 5123, 86th Congress, Ist Sess. (1959). 
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profits. The need for such a procedure is 
greater in a process like renegotiation because 
renegotiation standards are more vague than 
those of other fields in which administrative 
agencies act. 

In view of the reduction of the caseload of 
the Renegotiation Board in recent years as the 
result of the large-scale exemption of contracts 
from renegotiation and of the increase of the 
minimum amount subject to renegotiation to 
$1,000,000, one might ask whether the Re- 
negotiation Board could not accord the de- 
fense supplier as formal and complete a hear- 
ing as he would receive from other administra- 
tive agencies. In view of the great difficulty 
which the Board is still having in clearing up 
existing backlogs, this is probably not feasible. 
But certainly some formalization of the pro- 
cedure is possible and desirable. 

A third criticism of renegotiation procedure 
is leveled at what happens in the Tax Court 
when a firm chooses to appeal from the finding 
of the Renegotiation Board to that body. At the 
present time, the Tax Court starts a renegotia- 
tion case with the presumption that the decision 
of the Renegotiation Board is correct. Such 
presumption can be rebutted only by clear and 
convincing evidence to the contrary.” At the 
same time, a firm which is dissatisfied with the 
treatment it has received from the Renegotia- 
tion Board is not entitled to introduce into evi- 
dence in the Tax Court hearings the proceed- 
ings and records of the Renegotiation Board 
underlying the Board’s determination that is 
presumed to be correct.” The only document 
from the Board’s proceedings that can be used 
is the summary statement of facts and reasons 
which the Board furnishes the firm being re- 
negotiated.” Thus the Tax Court, which has 
the responsibility for determining what are 

** John T. Koehler, “Renegotiation: Evidence and 
Burden of Proof in Appeal Proceedings,” 45, Virginia 
Law Review, 17 (1959). 

* Koehler (note 24), p. 15. 

* The Renegotiation Act prevents the Tax Court 


from using these as proof of the facts or conclusions 
stated therein. 50 U.S.C. App. Sec. 1215 (1952). 





reasonable profits, proceeds without all the 
relevant information. It is not surprising that 
the Tax Court has modified Renegotiation 
Board determinations only when it has found 
what it considered to be arbitrary or unreason. 
able actions; that it normally has found the 
same amount of excessive profits as has the 
Renegotiation Board, and that it has never 
cleared a contractor whose profits the Board 
has determined to be excessive, on the grounds 
of an improper application of the statutory 
factors by the Board.” 

The results of all this is that today the Tax 
Court neither reviews completely the proceed. 
ings of the Board to determine if error has 
been committed (as an appellate body nor. 
mally does) nor does it give a fresh full-scale 
hearing to the firm that has been determined 
to have realized excessive profits. It is prob- 
able that such a result was not intended when 
the Tax Court was designated as the appellate 
court to review the Board’s determinations. 

Any extension of renegotiation should take 
into account the deficiencies in the current 
procedures. An adequate hearing should be 
made available to the firm either initially or 
upon appeal. This should be done even though 
the government ultimately is successful in sus- 
taining the constitutionality of the Renegotia- 
tion Act of 1951, since, for the reasons dis- 
cussed, there is an element of injustice in the 
way that renegotiation proceedings are now 
carried on. Moreover, so far as can be deter- 
mined, no good reason has been advanced why 
the changes suggested should not be adopted. 

Another area in which improvement is de- 
sirable is in the method of determining whether 
and to what extent renegotiation should be 
continued from year to year. There has been 
a tendency to rely too much upon the repre: 
sentations of the renegotiation agency itself 
concerning the future need for renegotiation. 
This procedure has at least two drawbacks. 


First, the renegotiation agency is not in a 


‘Koehler (note 24), p. 20. 
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position to determine how effective procure- 
ment would be in the absence of renegotiation. 
At best, it has available the records of renego- 
tiation proceedings relating to periods in the 
past—often several years in the past—from 
which to infer that renegotiation will accom- 
plish the purposes set for it. It would be more 
helpful to require the contracting officials to 
demonstrate with specific examples how re- 
negotiation has assisted them in carrying out 
their contracting activities and how it is likely 
to aid them in the future. It is somewhat anom- 
alous that after more than seventeen years of 
experience with emergency-type procurement 
and with renegotiation, the only arguments 
which were advanced by representatives of the 
military departments in support of an exten- 
sion of renegotiation in 1958 were a priori and 
general arguments of the kind advanced in 
1942. For example, the principal argument of 
the Defense Department in 1958 was that it is 
difficult to forecast costs when there are rapid 
technological improvements in defense weap- 
ons, and that the price benefits normally accru- 
ing from competition are not likely to be real- 
ized when there are limited sources of supply 
and the work is experimental in nature.” While 
these observations doubtless continue to be 
valid, it would appear that the public and those 
affected by renegotiation are by now entitled 
to a more sophisticated consideration of the 
entire subject. 

The second disadvantage of present pro- 
cedures for ascertaining the need for renego- 
tiation is that there is a tendency to rely upon 
the representations of individuals who have a 
personal stake in the continuation of the re- 
negotiation process. No matter how objective 
they may try to be in advancing the public in- 
terest, their professional orientation inevitably 
will drive them toward a recommendation to 
continue renegotiation. To many very able 
people engaged in renegotiation, there is no 


more fascinating and congenial work. Cer- 


“Extension of the Renegotiation Act, pp. 1-3. 
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tainly their views should be consulted on rele- 
vant matters of public policy in the field of 
defense profits. It should be realized, however, 
that they find it almost as difficult to be objec- 
tive champions of the public interest when it 
comes to deciding whether to continue renego- 
tiation as do the industries affected by renego- 
tiation. 

A possible solution to this problem would 
be to assign to a congressional committee the 
responsibility for making a constant review of 
the various matters that are relevant to the 
continuance of renegotiation. Periodic hear- 
ings could be held to elicit from contracting 
officials examples of how renegotiation is help- 
ing them in their work. The incidence of “un- 
conscionable profits” would also be examined 
on a continuous basis. In this way, a better bal- 
ancing of public policy considerations would 
be possible. 

One of the most common methods of modi- 
fying the renegotiation process in the past has 
been the exemption. Whenever certain classes 
of contracts have seemed unlikely to yield ex- 
cessive profits, they have been eliminated from 
the jurisdiction of the Renegotiation Board. 
This solution is superficially more attractive 
than it actually is, and, what is more, it is 
bound by its very nature to become less effec- 
tive, the more it is used. At the present time, 
the exemption of incentive and redeterminable 
contracts, as well as those awarded pursuant 
to competitive bidding, is being urged by the 
industries primarily affected by renegotiation. 
Doubtless much can be said in favor of exempt- 
ing such contracts. Excessive profits are prob- 
ably less likely to appear in contracts which 
have been subjected to a review by the con- 
tracting activities or to the competitive proc- 
ess. But if excessive profits are a real danger, 
the use of these contracts does not insure that 
they will not be realized. The chief merit of 
the proposals to exempt these contracts, from 
the point of view of those making the propos- 
als, is that they are less likely to encounter 
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opposition than are proposals to eliminate re- 
negotiation altogether. The fact is, however, 
that the exemption of these contracts would be 
almost tantamount to the complete abolition of 
renegotiation. Under the circumstances, it 
would be more logical to air the subject thor- 
oughly and decide once and for all whether 
renegotiation is worth continuing. 

There remains the question of whether the 
renegotiation process should be continued in 
approximately its present state but returned 
to the contracting departments from which it 
came originally. The reason given for its trans- 
fer from the Department of Defense to an inde- 
pendent agency in 195] was that “only the cre- 
ation of a separate agency will insure the 
objectivity of business judgment and the uni- 
formity of decision so essential to the fair and 
equitable administration of renegotiation.” 
It has also been suggested that the contracting 
officials of the government are not proper 
judges of their own work. 

These arguments do not carry a great deal 
of weight when they are subjected to careful 
analysis. If the contracting officials do not have 
“objective business judgment,” they should not 
be permitted to enter into contracts for bil- 
lions of dollars of supplies and services each 
year. Moreover, it is not necessary to make 
elaborate demonstration of why uniformity of 
result in renegotiation could be attained as 
well by a unified agency within the Depart- 
ment of Defense (like the Military Renegotia- 
tion Policy and Review Board under the Re- 
negotiation Act of 1948) as by an independent 
agency like the Renegotiation Board.” Finally, 


to suggest that the contracting officials should 


* Renegotiation Act of 1951, H. 
Congress, Ist Sess. (1951), 3. 

Tt is recognized that placing the renegotiation 
agency wholly within the Department of Defense 
might not be appropriate in view of the fact that con- 
tracts of several other departments are now subject to 
renegotiation. If these agencies were not willing to 
have their contracts renegotiated by an agency within 
the Department of Defense, an arrangement similar 
to that which obtained during World War IT might be 
instituted to provide representation for these agencies. 


tep. No. 7, 82nd 


not judge the results of their work is to imply 
that renegotiation’s real function is to review 
the actions of procurement officials. Certainly 
that was not its original purpose. And if that 
is now its purpose, renegotiation is not organ- 
ized to carry it out. The actions of renegotia- 
tion agencies have traditionally been directed 
exclusively against suppliers who have made 
too much money, not against the government 
agencies that have conceivably made this pos- 
sible. Moreover, it would make little sense for 
the renegotiating agency to review the work of 
officials whose standards are not necessarily 
the same as their own. 

This is not to say that renegotiation would 
necessarily be improved by transferring it back 
to the Department of Defense, which adminis. 
tered the Renegotiation Act of 1948, or to all 
the interested contracting departments in the 
manner of the wartime renegotiation statutes, 
It is probable that the effect of such a move, 
even if acceptable to the departments con- 
cerned, would not change present procedures 
very much. The inevitable professionalization 
of renegotiation that has already been noted 
makes it unlikely that its policies would be 
greatly affected by the contracting agencies 
even if renegotiation were made a responsibil- 
ity of those agencies. 

In conclusion, then, it may be stated that an 
improvement in the renegotiation process 
would result from a more precise, but still 
necessarily rough, statement of what consti- 
tutes excessive profits. A very substantial im- 
provement might result from a better definition 
of the issues at the various stages of the re- 
negotiation process and by affording the firm 

‘ Compare Renegotiation Act of 1951 (note 29), pp. 
16-17, with the following: “While the public interest 
requires that excessive profits be avoided, the contract: 
ing officer should not become so preoccupied with par- 
ticular elements of a contractor’s estimate of costs and 
profits that the most important consideration, the total 
price itself, is distorted or diminished in its signif- 
cance. Government procurement is primarily con- 
cerned with the reasonableness of a negotiated price 


and only secondarily with eventual costs and profits.” 
Armed Services Procurement Regulations, Sec. 3-801. 
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one full-scale hearing somewhere along the 
way. Finally, it would be most helpful to inves- 
tigate thoroughly and regularly the necessity 
for continuing renegotiation. 


WHAT IS APPROPRIATE PUBLIC 
POLICY FOR RENEGOTIATION? 


Now that we have considered some of the 
more important factors which must be taken 
into account in formulating public policy con- 
cerning defense profits, it is possible to reach 
tentative conclusions about the desirability of 
continuing renegotiation in its present form 
and about alternative courses which might be 
followed. 

Confronting anyone who proposes doing 
away with renegotiation altogether are the sta- 
tistics concerning refunds that are used so often 
by friends of renegotiation to defeat any such 
move. According to the Renegotiation Board, 
net refunds of over $500 million (after tax 
credit and expenses of maintaining the Board) 


have been made by or have been required of 


_ firms subject to renegotiation since the Board 


was organized in 1951. About half of this 
amount consisted of voluntary refunds and 
price reductions.” 

There are several reasons why this should 
not be regarded as conclusive. While this 
amount is substantial, it is quite small in re- 
lation to the amounts spent for defense during 
the same period. Moreover, it is probable that 
this amount would have been smaller if the 
renegotiation process were modified in the 
manner described above. And finally, the 
amount of refunds and required refunds does 
not take into consideration the cost of renego- 
tiation to those affected by it, which has been 
estimated as at least 1 per cent of renegotiable 
sales or approximately $235 thousand up to 
the end of 1957." 

The foregoing is not intended to demon- 


strate conclusively either that renegotiation 


”* Renegotiation Board, Third Annual Report 
(1958), 10. 


“Extension of the Renegotiation Act, p. 132. 
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pays for itself or that it does not. Its purpose 
is merely to indicate that the statistics concern- 
ing renegotiation refunds are not really very 
helpful in reaching a decision on what to do 
about renegotiation. 

The most important considerations are those 
which have been discussed previously. The ob- 
jectives of renegotiation—price reduction and 
the prevention of windfall profits—do not in 
1959 lend the same cogency to arguments for 
the continuation of renegotiation as they did 
in 1942. This is because of the many significant 
developments of the intervening period, and 
particularly the fact that defense purchasing 
has become relatively less important to the 
economy. At the same time, techniques have 
been developed in connection with contracting 
that in many areas do as good a job as, or a 
better one than, renegotiation. With all this, 
there appears to be not too great a need for a 
process such as renegotiation. When one con- 
siders the many drawbacks of renegotiation, 
there is good reason for abandoning it even 
though it may still be performing in some cases 
the role that has traditionally been expected 
of it. 

If, however, renegotiation is to be continued 
for a while, it is important that its procedures 
be strengthened and that more rational meth- 
ods be used for determining when to discon- 
tinue it. In the first place, the criteria for de- 
termining what constitutes excessive profits in 
a given case should be made more precise. 
This would have to be preceded by a more 
realistic appraisal by both the Congress and 
the Renegotiation Board of the objectives of re- 
negotiation. Second, the firm being renegoti- 
ated ought to be given, at some stage of its 
renegotiation proceedings before a decision is 
reached, a meaningful statement of the impor- 
tant issues involved. The firm requires this in 
order to be able to present effectively the evi- 
dence and points of law which are relevant to 
its claim that it has not realized excessive 
profits or that it has not realized them in the 
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amount specified by the renegotiation agency. 
Failure to give the firm this opportunity tends 
to make the renegotiation process even more 
arbitrary than it inevitably is. Third, assuming 
that the Tax Court is to continue to regard it- 
self as a true appellate body which hears ap- 
peals from determinations of the Renegotia- 
tion Board, it should conduct its proceedings 
so that it will be able to decide whether error 
was committed by the Board. If its jurisdiction 
is de novo, then no effect should be given to 
the Board’s determination. Finally, it should 
be recognized that, even though, on balance, 
the continuation of renegotiation may have 
been desirable so far, the weights of competing 
considerations are by now so nearly equal that 
the burden of justifying the need for it in the 
future has shifted to its proponents. If, for 
example, it should be proved that present pur- 
chasing procedures which place responsibility 
upon the prime contractor to accomplish the 
purchasing necessary for the development of a 
weapons system are encouraging subcontrac- 
tors to charge unreasonable prices, then ob- 
viously there is more reason to continue re- 
negotiation than if such were not the case. The 
contracting officials should be required, how- 
ever, to demonstrate that this is the situation 


and to indicate why it is impossible to correct 





this condition by the use of different purchas. 
ing procedures. 

It will be argued that, even though the need 
for renegotiation may be doubtful just now, 
there is a substantial probability that it will be 
needed if the present emergency worsens and 
that at least a skeleton renegotiation agency 
should be preserved for such a contingency, 
This implies that the renegotiators do some. 
thing essentially different from those engaged 
in making contracts for the government and 
have thereby acquired special skills which are 
worth retaining. Only a thorough investiga. 
tion of present contracting organizations and 
procedures of the government can tell us 
whether this is so. Obviously, it is not possible 
to make a final decision about the future of 
renegotiation without understanding just what 
are the limitations of present contracting pro- 
cedures and how renegotiation supplements 
them.” 

“* After this paper was written, the Congress enacted 
an extension of the Renegotiation Act of 1951 (Public 
Law 89 of 86th Congress, Ist Session, signed July 13, 
1959, by President Eisenhower), which, among other 
things, provides for the study by the Armed Service 
Committees of the Congress of procurement policies 


and practices of the military departments, with par- 
ticular regard to the experience of these departments 


‘in achieving reasonable costs, prices, and_ profits 


through the use of various methods of procurement 
and types of contractual instruments. 
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ROBERT TANNENBAUM 


Some Current Issues 
in Human Relations 


An authority on “human relations” offers his personal views 
on this controversial subject and discusses applications to 


modern business. 


Human relations today has its iconoclasts and 
believers, critics and supporters, detractors 
and zealots. This is not surprising, for during 
the past twenty years, numerous research 
groups have burgeoned and many individual 
investigators have become most active in the 
field. 

There have been a fantastic outpouring of 
professional and popular books and articles, 
untold new or revised college and university 
offerings, a plethora of in-plant training 
courses, a growing number of training labora- 
tories and seminars, and a seemingly ever-in- 
creasing schedule of meetings and speeches— 
all concerned, in whole or in part, with “hu- 
man relations.” 

It is to be expected that such a rapid and ex- 
tensive development—involving persons with 
widely disparate education and experience, and 
carrying with it numerous challenges to con- 
temporary ideas and practice—should become 
a focal point for controversy. In the face of 
such controversy, excesses (whether pro or 
con) have been inevitable and confusion ramp- 
ant, Little wonder, then, that the innocent by- 
stander has increasingly been asking: “What 
is this ‘Human Relations’ all about?” 

Quite recently and appropriately, a number 
of evaluative articles have appeared, each at- 


NOTE: Copyright by California Institute of Technol- 
ogy, 1959. 


AQ 


tempting to appraise this new development. 
Some of them have been written by partisans; 
nevertheless, each makes a valuable contribu- 
tion by highlighting trends, clarifying princi- 
pal issues, or raising basic questions. 

The present article represents an effort to 
make a further contribution to current discus- 
sion. For a number of years, | have thought 
extensively about, done research in, taught, and 
practiced in the area of human relations. With 
this background of experience as a base, I will 
first attempt to bring some order out of the 
chaos which often surrounds the use of the 
term “human relations” and to indicate what 
the term now means to me. I will then present 
and personally react to some of the most fre- 
quently recurring criticisms directed at this 


new field. 


+See, for example: William H. Knowles, “Human 
Relations in Industry: Research and Concepts,” Cali- 
fornia Management Review, I, 1 (Fall 1958) , 87-105; 
Malcolm P. McNair, “What Price Human Relations?” 
Harvard Business Review, XXXV, 2 (March-April 
1957), 15; Malcolm P. McNair, “Too Much ‘Human 
Relations’?” Look (October 20, 1958), pp. 47-48; 
Donald R. Schoen, “Human Relations: Boon or 
Bogle?” Harvard Business Review, XXXV, 6 (Novem- 
ber—December 1957), 41-47; Robert Tannenbaum, An 
Evaluative Focus on Human Relations, Miscellaneous 
publication (mimeo) of the Institute of Industrial 
Relations, University of California, Los Angeles; Wil- 
liam Foote Whyte, “Human Relations Theory—A 
Progress Report,” Harvard Business Review, XXXIV, 
5 (September—October 1956), 125-132; William Gom- 
berg, “The Use of Psychology in Industry: A Trade 
Union Point of View,” Management Science, Ill, 4 
(July 1957), 348-370. 
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What Is “Human Relations”? 


Writing in 1950, John W. McConnell stated: 
“Facetiously, someone has remarked that hu- 
man relations are whatever those interested 
in human relations study. If one may judge by 
the divergent approaches of a number of re- 
search groups, no single definition is at pres- 
ent possible.”* Not only have the approaches 
of research groups diverged, but so have the 
usages of teachers, speakers, writers, practi- 
tioners, and the lay public. And in the near 
decade since McConnell wrote his article, little 
has occurred to dispel the confusion. 

Often the key source of difficulty in profes- 
sional and public discourse on human relations 
is a semantic, rather than a substantive, one. 
Certainly the term “human relations” means 
different things to different men; as a result, 
adversaries talk about different things, fre- 
quently without knowing it. Certainly, if the 
term is to be continued in use, greater preci- 
sion in its employment will be needed. 

Four principal denotations of “human rela- 
tions” have developed in usage during recent 
decades. The term has variously referred to 
inter- and intrapersonal phenomena, to a tool 
kit for practitioners, to an ethical orientation. 
and to an emerging scientific discipline. 

1. Human relations as inter- and intraper- 
sonal phenomena. The term is most frequently 
employed to refer to interpersonal phenomena. 
These phenomena may be involved in the re- 
lations between one person and _ another; 
among the members of a group; between one 
group and another; among the persons and 
groups in an organization; between one organi- 
zation and another; among the persons, groups, 
and organizations in a culture; and between 
cultures. 

The individual often strives to improve his 
human relations. The manager refers to human 
relations in his plant. Municipal and commu- 


2 John W. McConnell, “Problems of Method in the 
Study of Human Relations,” Industrial and Labor 


Relations Review, III, 4 (July 1950), 549. 
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nity commissions on human relations concern 
themselves with the relations among varioys 
religious and ethnic groups. And so it goes, 
True, some more specific terms have emerged 
to denote certain relations—for example, per. 
sonnel relations, group dynamics, union-man. 
agement relations or industrial relations, 
public relations, and international relations— 
and yet the term “human relations” continues 
to be used at times to refer to each. 

The term has been used less frequently to 
refer to intrapersonal phenomena—variables 
involved in the relationship of an individual 
with himself. These factors have been of con- 
cern to therapists, clinicians, counselors, and 
educators. Illustrative of these phenomena 
would be the characteristics of a person’s in- 
ternal communication network, including the 
relationship between his conscious and uncon- 
scious selves. 

2. Human relations as a tool kit for practi- 
tioners. The term is often used to denote a 
variously conceived collection of methods and 
techniques for dealing with problems arising 
out of inter- and intrapersonal relations. In 
some instances, these have procedural implica- 
tions, as in role-playing, buzz-grouping, T- 
croup training, the use of consultants and of 
panels, consultative supervision, participative 
management, and brainstorming. In other in- 
stances, these have behavioral implications, 
as in listening, conveying acceptance, and 
avoiding defensiveness and aggressiveness. 
The purpose of many human-relations courses, 
seminars, and programs offered by industrial 
organizations, schools, and others is to make 
available to the participant some new human- 
relations devices. And these are often ex 
pectantly sought as open-sesames to increased 
interpersonal effectiveness. 

3. Human relations as an ethical orientation. 
The term often suggests values. It implies both 
“good” practice in the use of the tool kit anda 
“high” quality of interpersonal relations. For 
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emphasizing the positive good that may result 
from the right kind of interrelationships 
among people.” It is “‘a spirit of cooperation 
and understanding among individuals and 
groups at all levels of the organization”; “the 
attitude of one human being toward another”; 
“the dignity, the sense of satisfaction, the feel- 
ing of security, or the lack of it that individuals 
have in an organization”; “how well people get 
along with one another, showing ethical re- 
gard for each other”; “liking and disliking”; 
“considerate behavior’; 


“oood manners”; 


“decencies of relationships.” In this usage. 
human relations is both a guide for behavior 
and a desirable end to be sought. 

4. Human relations as a scientific discipline. 
Finally, the term “human relations” is being 
used to denote a field of inquiry—one which 
cuts across the jurisdictional boundaries of the 
traditional social sciences in an effort to avoid 
fragmented, compartmentalized, or partial ap- 
proaches to human problems. 

In an important sense, this field meets an 
oft-expressed need for a more unified ap- 
proach. As early as 1928, Max Scheler felt 
that “... we no longer possess any clear and 
consistent idea of man. The ever-growing 
multiplicity of the particular sciences that are 
engaged in the study of men has much more 
confused and obscured than elucidated our 
concept of man.” Twenty years later, in a con- 
text of research in industrial relations, Pro- 
fessor E. Wight Bakke made this closely re- 
lated observation: 

“It is obvious that the problem of human 

behavior with which we are dealing cannot 

be understood in terms of psychology or 
any one of the social sciences alone. Is it 
not possible, therefore, that in attempting to 
follow the problem wherever it leads us, and 
employing whatever concepts and research 

‘The statements in quotes are taken from responses 
0 a questionnaire used in preparation for the writing 
of my evaluation article, previously cited. 

‘Quoted in Rollo May, Ernest Angel and Henri F. 


Ellenberger (eds.), Existence (New York: Basic 
Books, Inc., 1958), p. 22. 


techniques are relevant, we shall be able to 
define the problem in such a way and de- 
velop concepts and a theoretical framework 
of such a nature that a major contribution 
will be made to the foundation for an inte- 
grated social and psychological science? 
Whether or not this result appears possible 
or attractive to present scholars in these 
fields, we who are studying industrial rela- 
tions are forced to work in this direction. It 
is not a case of choice alone, but of necessity, 
for we cannot get results satisfactory to our- 
selves and applicable to the solution of prac- 
tical problems by employing the concepts, 
theories, and methods of any one science.” 
In recent years, there has been a growing 
recognition of the rich insights to be gained 
through approaching problems of inter- and 
intrapersonal relations holistically rather than 
partially through the more narrow orientations 
of any one of the traditional social sciences. 
Individual researchers are increasingly incor- 
porating the theories and methods of dis- 
ciplines other than their own in their work. 
There are research groups comprised of indi- 
viduals from many disciplines who are attempt- 
ing in one way or another to pool their respec- 
tive competencies in the work that they do. 
Some universities are encouraging interde- 
partmental collaboration and occasionally es- 
tablishing new, integrated departments. And 
publications are appearing which effectively 
bring together methods developed in different 
disciplines. 
As I observe these and related trends, I see 
a scientific discipline emerging—a discipline 
which will ultimately integrate at least many 
of the social sciences. There are those (includ- 
ing this writer) who now refer to this emerging 
discipline as “human relations.” Others are 
calling it “the behavioral sciences.” What is 
important here is not the term itself (some 
other more appropriate one may in time evolve 
°E. Wight Bakke, “Industrial Relations Research,” 


Proceedings of the American Philosophical Society, 
XCII, 5 (November 1948) , 379. 
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and gain general acceptance), but that to 
which the term refers. 

In my judgment, this discipline will bring 
to bear existing and newly-developed theories, 
methods, and techniques of the relevant social 
sciences upon the study of inter- and intra- 
personal phenomena, ranging fully from the 
personality dynamics of individuals at one ex- 
treme to the relations between cultures at the 
other. This discipline will be a field of study 
focusing upon definable phenomena and yield- 
ing a body of knowledge relevant to human 
behavior. It will have its applied branch which 
will use knowledge emerging from basic re- 
search in the solution of particular problems 
for specified purposes. Associated with the lat- 
ter branch will be researchers who will use 
existing knowledge to provide a systematic 
basis for later implementation, and _practi- 
tioners who will diagnose situations and take 
action which they deem appropriate in terms 
of objectives to be achieved. I would not 
hazard a guess as to how long it might take for 
this new discipline to emerge full-blown, but 
the current trend in this direction is: apparent 
and the ultimate outcome, in my judgment, in- 


evitable.’ 


What About “Human Relations’? 


In considering the most frequently recurring 
questions raised about “human relations,” it 
seems important to keep in mind the diversity 
of meanings attached to the term. Too often of 
late, criticisms which in reality are aimed at 
but one aspect of “human relations” tend to be 
perceived by many as damning the entire field. 
Most typically, questions are raised about the 
practice of human relations—about the tool 
kit, about the applicability of the tools, or 
about the ethics guiding the use of the tools. 
Much less frequently are questions raised 

* This assessment of trends and predictions was first 
stated by me in essentially the above form in my 
evaluation article, previously cited. In light of develop- 
ments during the five years since that writing, I am 


now even more strongly convinced of my earlier judg- 
ment. 





about human relations as a scientific discipline 
or about the phenomena upon which the dis. 
cipline focuses.’ 

In my judgment, the questions recently 
raised about human relations can challenge 
partisans to re-examine their basic assump. 
tions, their values, and their practices. They 
can make a real contribution to the develop. 
ment of the broad field of human relations by 
dampening excesses and eliminating unsound 
elements from thought and practice. A closer 


look at these criticisms is therefore in order. 


Is Human Relations Here to Stay? 


With the emergence of any new thought or 
mode which commands enthusiastic camp fol- 
lowers and wide public attention, the question 
inevitably arises as to whether or not this is a 
“here today—gone tomorrow” phenomenon, 
With respect to human relations, for example, 
Professor McNair in his two articles uses 
such descriptive terms as “vogue,” “fashion,” 
“fad,” and “cult.” To some persons, at least, 
it is a passing fancy whose principal adherents 
are essentially blind partisans placing their 
bets on the wrong horse. 

Human relations as a kit of tools. 1 person- 
ally feel that this charge has merit with respect 
to some of the contents of the human-rela- 
tions tool kit. It is not unusual for a particular 
method—such as buzz-grouping or brain- 
storming (methods which are most valuable 
when appropriately employed)—to be over- 
sold by some of its proponents and to be in- 
eptly used by some practitioners. Both over- 
selling and improper usage can first lead to 
wariness and then to rejection. As a result, the 
good can be discarded with the bad. 

The unstructured training group, evolved by 
the National Training Laboratory in Group 


Development and later utilized with modifica 


‘One major exception to this observation needs 
mention. Many professionals active in the social sci- 
ences disagree as to whether or not there is a trend 
toward the integration of these sciences and on 
whether, even though the trend may be present, this 
is a desirable direction. 
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tions by other training laboratories and in 
sensitivity training, is a case in point. The 
ynstructured group—which minimizes or elim- 
inates the use of such conventional means as 
formal leadership, prescribed member roles, 
agenda, etc.—is a potent device for the genera- 
tion of certain types of learning experiences. 
When used for this purpose by artful trainers, 
worthwhile ends can be attained. However, 
there have been those who, having experienced 
such training, assume that the device of the 
unstructured group is universally applicable 
(even, for example, to ad hoc, short-lived, de- 
cision-making groups), or that one experience 
in such a group qualifies them as expert prac- 
titioners in this area. As a result, the device 
itself is rejected by some, when in fact their 
criticism should be directed at the misuse of 
the device. 

It is the excesses and the deficient practices 
which most often lead individuals to doubt the 
permanency of any innovation. Fortunately, 
human relations devices (as well as all others) 
must, in order to survive, pay off in practice. 
If they do not, they will fall by the wayside or 
be adapted until they do pay off. And most 
nonprofessional practitioners are sooner or 
later found out. 

Human relations as a scientific discipline. 
When we view human relations as a scientific 
discipline, with both basic and _ applied 
branches, I think there is little reason to doubt 
that it is here to stay. Rather than being a fad 
or fashion, it is as fundamental as man’s rela- 
tionship to man, 

The nature of the points at issue here can 
perhaps be well illustrated with reference to a 
controversy currently taking place in many 
professional schools of business administra- 
tion. There are those who argue that human 
relations (or the behavioral sciences) has no 
place in such a school because it has little if 
any relevance to business management, and 
that the current interest in such schools in the 


subject is but a passing fancy. 


Many who take this view see business units 
as essentially economic and_ technological 
entities (which certainly they are) but not im- 
portantly as social organizations (which cer- 
tainly they also are). To them, people are not 
unique human beings in unique social group- 
ings, but rather names on organization charts 
whose on-the-job behavior is primarily deter- 
mined (or ought to be) by job descriptions 
and the desires of their bosses. 

An increasing number of scholars, however, 
are becoming aware of and are able to accept 
the fact that people (with all their really human 
qualities) are a fundamental part of any busi- 
ness organization, They are there as indi- 
viduals with their particular personalities; 
they are there as members of many types of 
groups; they are units in the total organiza- 
tion; and they are affected by the culture that 
surrounds them. 

While the effective manager must, without 
question, be able to understand and deal with 
economic and technological phenomena, he 
must also be able to understand and deal with 
interpersonal phenomena. Managerial prob- 
lems involving motivation, morale, teamwork, 
creativity, introduction of change, demand 
creation, public relations, etc. can adequately 
be solved only through a keen understanding 
of relevant human-relations variables and an 
ability to behave appropriately in light of such 
understanding. 

Because the manager’s need for understand- 
ing and skill in the human area is so basic and 
pervasive, and because the emerging science 
of human relations has presently and poten- 
tially so very much to offer him in the direction 
of meeting this need, it seems quite clear to 
me that human relations (as a scientific dis- 
cipline) is bound to be accepted as a basic 
teaching and research area in_ professional 
schools of business administration. 

What is apparent in this one illustrative in- 
stance is equally apparent in others. Man’s re- 
lationship to man has posed problems to him 








4. 


and to others for as long as he can remember. 
Until fairly recently, he has typically “played 
it by ear” in facing these problems. Now, the 
evolving discipline, although still young and 
often immature, increasingly offers a better 
insight into the problems and ways for dealing 
with them. In my judgment, there is no turning 
back. Man has too great a desire better to 
understand and control himself and his en- 


vironment. 


Does Applied Human Relations 
Implement Legitimate 
Organizational Objectives? 


There are certainly those who would answer 
this question with a resounding negative; in 
fact, some would maintain that applied human 
relations actually interferes with the attain- 
ment of such objectives. 

Once again Professor McNair provides the 
phrases which best capture the flavor of this 
point of view: Americans “cannot afford the 
pampering luxury of ‘human relations,’ ” * 
the cult of human relations is but part and 
parcel of the sloppy sentimentalism charac- 
terizing the world today.” He feels that we can 
devote “too much effort in business in trying 
to keep everybody happy,” and he points out 
that “without friction it is possible to go too 
far in the direction of sweetness and light, 
harmony, and the avoidance of all irritation. 
The present-day emphasis on ‘bringing every- 
body along’ can easily lead to a deadly level of 
mediocrity.” 

One group of human-relations specialists 
have been referred to frequently by their col- 
leagues as “the happiness boys.” A university 
professor of industrial relations with a national 
reputation once wrote me that human relations 
has a connotation for him of “back-slapping 
and fanny-patting.” And only recently a man- 
agement consultant has written: “It’s time to 
debunk human relations! Why? Because we’ve 
come to believe that it’s only an employee’s 


relationship to his fellow workers that matters 
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and the better this relationship, the happier 
he will be.” 

One charge suggested by many of these 
statements is that the principal objective of 
human-relations practitioners is to keep people 
happy, regardless of the price. Employee hap. 
piness becomes an end in itself—even in or. 
ganizational contexts. It is felt that the prac. 
titioners are often “bleeding hearts,” soft (lack. 
ing in tough-mindedness), and that they would 
“give the company away” if they were but 
given the chance. 

No doubt there are many persons in posi- 
tions of responsibility in formal organizations 
who act as if happiness were always the ulti. 
mate organizational value or who blindly make 
the assumption that happiness leads to the at- 
tainment of other goals. But any professional 
human-relations practitioner worth his salt is 
not this naive. 

He knows that organizations are guided by 
different short- and long-run objectives. Almost 
always some notion of profit maximization, of 
service maximization, and/or of organiza- 
tional survival are included. Employee happi- 
ness might even be one of the goals. But what- 
ever objectives the organization defines for it- 
self, the practitioner’s concern is to discover 
(through applied research, if at all possible) 
which human variables are significantly related 
to the attainment of these objectives. The man- 
ager can then use the resulting knowledge rea- 
sonably to ensure an optimum utilization of the 
human resources available to his organization 
in the attainment of its chosen objectives. 

A related charge is that human relations 
stands for “sweetness and light” and _ for 
“peace at any price.” Human-relations spe- 
cialists, it is suggested, hold to the view that 
only good comes from harmony, and bad from 
conflict. 

On the contrary, professionals in the field 


have as their principal concerns the under- 


* Bernard Davis, “It’s Time to Debunk Human Rela- 
tions!” Sales Management (March 7, 1959), p. 82. 
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standing of harmony and of conflict as social 
phenomena ; the discovery of those individual, 
group, and situational variables most respon- 
sible for harmony and conflict; and the de- 
termination of possible relationships between 
harmony and conflict on the one hand and 
the achievement of organizational objectives 
on the other. 

It is becoming increasingly clear from re- 
search and practice that conflict—whether 
within the individual or between individuals, 
groups, organizations, or cultures—in addition 
to being a destructive force, can also be a most 
constructive force.’ It may, for example, be 
positively related to such factors as individual 
and group growth or development, creativity. 
high motivation, and organizational flexibility. 
Discovering and implementing such relation- 
ships have in the past represented, and will 
continue to represent, a challenge to the human 
relations specialist—whether researcher or 


practitioner. 


Is Human Relations Destroying 
the Individual? 


One of the most frequently recurring charges 
aimed at human relations is that its values and 
practices result in a sacrificing of the indi- 
vidual to the group. No longer are we very 
concerned, so the argument goes, with the de- 
velopment of independent, inner-directed per- 
sons. Instead, all important values derive from 
the group. Group-think, conformity, together- 
ness, adjustment, other-directedness—these are 
the gods of the day. Many competent observers 
confirm the existence of considerable power 
of the group over the individual in their des- 
criptions of our current social order." Have 
human-relations theory and practice contrib- 


‘This matter will be explored in a forthcoming 
article to be written by the author and Warren H. 
Schmidt. 

“See, for example, Erich Fromm, Escape From 
Freedom (New York: Rinehart & Co., Inc., 1941) ; 
David Riesman, The Lonely Crowd (New Haven: Yale 
University Press, 1950) ; and William H. Whyte, Jr.. 
[he Organization Man (New York: Simon and 
Schuster, 1956) . 


uted to this trend? At issue here are questions 
primarily of values and of methods. 

Indeed, many persons with varying motives 
have used methods associated with human re- 
lations to inhibit individuality. For example, 
devices for dealing with conflict, for gaining 
consensus, and for building group identifica- 
tion and loyalty have been used to serve such 
a purpose. It is my judgment, however, that the 
predominant values of the vast majority of 
professional specialists in human relations are 
oriented toward the individual, and their prac- 
tice has strongly reflected this value orienta- 
tion. 

Human-relations researchers, in study after 
study, have made contributions toward a better 
understanding of the variables related to con- 
formity. Personality, group, organizational, 
and cultural factors which either inhibit or 
enhance the expression of individuality have 
been isolated and described. In recent years, 
considerable research attention has been de- 
voted to gaining insights into creativity—indi- 
vidual, group and organizational. 

At the same time, human-relations practi- 
tioners have reflected deep concern for the in- 
dividual in their various activities. At the many 
laboratories in group development, it is true 
that much attention is devoted to group vari- 
ables. But these are experienced and analyzed 
in order to determine (among other things) 
their inhibiting or enhancing effect on the in- 
dividual, An implicit, if not explicit, question 
guiding all of these laboratories is: “What 
can be done in a group to facilitate the maxi- 
mum contribution and development of each 
member of the group?” 

There has been increasing emphasis on 
listening and on empathy (or social sensitiv- 
ity)—-processes for better understanding 
another person from his point of view (seeing 
things as he sees them, and feeling things as he 
feels them). The trend in management-develop- 
ment programs reflects a deep concern not only 


for the manager’s specialized development as a 
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manager, but also for his broader development 
as a human being. Growing utilization of a 
wide variety of participational methods is also 
evidence of a greater awareness of the indi- 
vidual and a desire more fully to utilize his 
full knowledge and experience. 

Most human-relations researchers and pro- 
fessional practitioners, in my opinion, have 
made quite extensive and valuable contribu- 
tions in the direction of the enhancement of 
the individual, and these contributions are be- 
ginning to be felt in spite of rather strong 
societal pressures being exerted in the other 


direction. 


Is Human Relations Primarily a 
Device for Manipulation? 


Professor McNair expresses his own con- 
viction on this matter, as follows: “...I am 
essentially disturbed at the combination of 
skill with human relations. For me, ‘human 
relations skill’ has a cold-blooded connotation 
of proficiency, technical expertness, calculated 
effect.” Erich Fromm states a similar point 
of view in these words: “Beyond ‘market psy- 
chology’ another new field of psychology has 
arisen, based on the wish to understand and 
manipulate the employee. This is called ‘human 
relations’... what Taylor did for the rationali- 
zation of physical work the psychologists do 
for the mental and emotional aspect of the 
worker. He is made into a thing, treated and 
manipulated like a thing, and so-called ‘human 
relations’ are the most inhuman ones, because 
they are ‘reified’ and alienated relations.” 

Here is one of the most crucial issues con- 
fronting human relations. Individuals can 
skillfully get others to do what they want them 
to do, and often without the others being aware 
of what is going on. They do use others as 
instruments to attain their own selfish ends, 
without having any other concern for them. 
Such use is an every-day fact. 

Once again, a question of individual values 


“ Erich Fromm, “Man Is Not a Thing,” The Satur- 
day Review (March 16, 1957), p. 9. 





is posed. The findings of human-relations re. 
search and the tool kit of the practitioner cap 
be utilized for the attainment of a variety of 
ends—both good and bad. The fact that this 
is true should not be allowed to cast clouds of 
suspicion and of rejection over the findings 
and the tools per se. The issue here is similar 
to that in the field of atomic physics. Atomic 
power, too, can be used for both socially de. 
sirable and undesirable ends. Because thou. 
sands of persons can be annihilated by one 
well-placed bomb, the basic validity of the 
knowledge and skills underlying its construe. 
tion and detonation should not thereby be 
called into question. 

What needs to be attacked is the ethical ori- 
entation of those who pervert the growing body 
of human-relations knowledge and skills to un. 
desirable ends. I am all for this. And I would 
like to see a wider dissemination of informa. 
tion with respect to the knowledge and skills 
that are presently available and how these can 
be used in constructive ways. By this means, 
not only might the welfare of mankind be en- 
hanced, but also the individual’s ability to de- 
tect and to resist manipulative efforts, however 


these might be directed at him. 


Should Human Relations Concern 
Itself with Below-Surface 


Attributes of Individuals? 


Professor McNair, in his two articles, speaks 
of “amateur psychiatry,” of “plumbing the hid- 
den thoughts of everybody,” of the “unwar- 
ranted invasion of the privacy of individuals,” 
of “undue preoccupation with human rela- 
tions,” and of “dubious (‘morbid’) introspee- 
tion.” He feels that human-relations training 
encourages people “to pick at the scabs of their 
psychic wounds.” And he argues that “we 
should be able to take a man at face value and 
not always fret about what he really means. 
Too many of us are trying to be little tin 
Freuds.” The concern here seems to be both 


with the inappropriateness of and the dangers 
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involved in getting below the surface of others 
or of ourselves. 

When others are involved, perhaps the ethi- 
cal orientation of the practitioner is again of 
prime importance. His basic values and atti- 


- tudes with respect to other people are key de- 


terminants of his behavior. If he is guided by 
a deep regard for others, if he sees them as 
yalued human beings instead of as puppets, if 
he has a strong desire to be of help to them in 
ways that they perceive as helpful, and if he 
feels it important to respect whatever limits 
they deem appropriate for themselves, his be- 
havior will most likely be appropriate and not 
harmful to others. The practitioner’s behavior 
is likely also to be influenced by his level of 
emotional maturity. To the degree that he is 
free from (or at least in control of) drives 
whose expression are reflected in such behavior 
as aggression and domination, which can be 
destructive of another person, he is more likely 
to be able behaviorally to implement the values 
and attitudes just mentioned. 

The presence of malpractice in society 
should not block us from pursuing through 
competent research and an ethical, mature 
practice the many beneficial goals that are 
within reach. A few examples may be of help 
in indicating what I have in mind. 

* Knowing or understanding another person 
deeply and accurately is of great importance 
in many human relationships. Managers 
often pride themselves in trying to get “all 
the facts” before making decisions. And yet, 
in decisions involving people, “taking a man 
at face value” typically results in a walling- 
off of many facts crucially relevant to the de- 
cision, For example, a man might be fired 
because he “appears Jazy,” although the 
“laziness” may mask an inhibited talent 
whose expression could be of considerable 
value not only to the company, but also to 
the well-being of the individual himself. 


Greater understanding can enrich human re- 


lationships, making them more productive 
and satisfying for all parties involved. 
Dealing with another person with reference 
solely to his surface-self (or his facade) 
often involves dealing with him as a robot. 
For him to be motivated, creative, loyal, etc., 
his feelings or emotions must be reached. 
Not to tap the mainsprings of men involves 
a cost both to the society and to the men 
themselves. 
® The so-called helping relationship—found, 
for example, in teaching, training, manage- 
ment development, consulting, counseling, 
and psychotherapy—must of necessity in- 
volve “getting below the surface.” The ob- 
jective of such a relationship is the enhance- 
ment of the other—his growth and develop- 
ment in some direction desired by him. If 
such a relationship dealt only with that on 
the surface, nothing of value could be ac- 
complished; the client would remain in dead 
center. But there is a growing body of evi- 
dence to indicate that important growth 
goals can be attained through appropriate 
processes of depth exploration. 
® The process of getting to know one’s self is 
often, if not always, difficult and painful, 
because it entails getting behind defenses 
and dealing with deeper elements which one 
may have been avoiding for years. But this 
process is an essential one in any individ- 
ual’s striving for greater personal adequacy. 
In each of these examples, worth-while ends 
(as seen by the parties involved) can be at- 
tained by dealing with below-surface attri- 
butes of individuals without doing harm to 
them. Human-relations research and clinical 
experience have contributed much to our un- 
derstanding of personality in all its complexity, 
and of the processes involved in “depth” rela- 
tionships such as those illustrated; and from 
research and practice have evolved devices 
which can be used beneficially in attaining the 
goals of such relationships. 
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A Personal Epilogue 


I have tried in the preceding to convey to the 
reader my own positions on some basic issues 
in human relations. The positions I have taken 
are admittedly not those of a disinterested ob- 
server, but I hope they are at least informed 
and as meaningful to the reader as they are to 
me. 

I have been troubled by the confusion sur- 
rounding the various uses of the term “human 
relations” and have attempted to bring some 
order out of this confusion. I am convinced 
that an integrated behavioral-science discipline 
is emerging (call it what you will), and that 
this development is highly desirable. 

I have been challenged by the frequent 


charges aimed at various aspects of this evolv- 


ing discipline, and have tried to give my reag. 
tion to each. These charges, if squarely met, 
will help us to remove the excesses and the ir. 
relevancies that have inevitably been a by. 
product of a rapidly developing field. They 
will help us to be clearer on the organizational 
and social relevancy of that which we do. But 
perhaps, more importantly, they will keep us 
focused on those values which reflect respect 
for the dignity and the individual worth of the 
human beings who are the subjects of our re. 
search and the objects of our practice. 

The emerging scientific discipline of human 
relations can only gain through seriously heed. 
ing the charges directed its way, through con. 
scientious self-examination, and through a 
willingness to take corrective action where 


appropriate. 





A leader is, above all things, an animator. His thought and faith must be communi- 


cated to those he leads. He and they must form as one at the moment of executing a 


plan. That is the essential condition of success. 


Marshal Foch 
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tries would turn their attention and valuable 
contributions away from the national defense 
effort if profit opportunities in this field of 
activity were to be significantly reduced. In- 
deed, as will be shown further on, some of them 
have already done so. 

The regulation of the profits of businesses 
that sell goods and services to military agencies 
has always been an extraordinarily difficult 
problem, regardless of whether the nation was 
at war or not. The record written in connection 
with excess profits taxes, the Renegotiation 
Acts,’ and the Vinson-Trammell Act’ is abun- 
dant evidence of this. But the ability to make 
profits in any sort of industrial activity, be it 
selling to the military or otherwise, is also 
dependent on the recognition and protection of 
proprietary rights. The competitive advantage 
that one company has over others is often at- 
tributable to its ability to produce either a 
cheaper or a better device of a certain type 
than can its competitors. This ability may stem 
from a design feature of the article itself, or it 
may result from special manufacturing tech- 
niques, or from production and engineering 
know-how. All of these elements, which include 
much more than patent matters alone, com- 
prise what are known as proprietary rights. 
Provided that the information concerning an 
item or idea claimed as proprietary has not 
been freely disclosed, these rights represent 
property interests which are legally recogniz- 
able and generally enforceable. 

The protection of proprietary rights is a 
matter of great importance to any business 
concer. because its profit position and earn- 
ing prospects are usually directly related to the 
competitive advantage which results from pro- 
prietary factors. In many cases, the advantage 
which is given to a small business concern by 
unusual designs, special knowledge or manu- 


facturing know-how is the key to its very sur- 


2Volume 65, United States Statutes at Large, 8 
(1951). 

* Volume 48, United States Statutes at Large, 503 
(1934). 





vival. It is well known, for example, that a > 
relatively small company was able to build a 
very successful business by designing and pro. 
ducing a small refrigeration unit which wag 
cheaper and more reliable than comparable 
units made by its competitors, many of whom 
were vastly larger in size and richer in indus. 
trial resources.’ If this company had been un. 
able to protect its proprietary rights relating 
to the production of these refrigeration units, 
its commercial success in this field would have 


been impossible. 


THE CRUX OF THE PROBLEM 


The issue of proprietary rights remains one 
of the major problems in the field of military 
procurement which has yet to be completely | 
solved. The main reason for this is that the 
entity which does the military buying is the 
Government, and the Government is sovereign, 
with the result that legal rights against it are 
strictly limited. In fact, the Government theo. 
retically has no legal liability except that which 
it consents to (remember the divine right of 
kings? ), and the extent of this liability is care. 
fully specified by statute.° Therefore, the busi- 
nessman and would-be government contractor 
asks: “What proprietary rights do I have 
when I contract to supply military goods and 
services?” He might also ask: “What proprie- 
tary rights and remedies should I have asa 
Government contractor?” It is around these 
questions that our story unfolds. The problem 
will be considered as it is presented in military 
procurement contracts having various objec: } 


tives. 


RESEARCH AND 
DEVELOPMENT CONTRACTS 


Military contracts for research and de: 


velopment are somewhat unusual because they 


‘See “Little, Big-Rich Tecumseh,” Fortune Mage- 
zine, LIT (July 1955), 92. 

°For example: Federal Tort Claims Act, Volume / 
60, United States Statutes at Large, 845 (1946). Con- 
tract Settlement Act of 1944, Volume 58, United States 
Statutes at Large, 649 (1944). 





$0 | 
tha 


ver 


see 1 
prof 

Si 
reim 
excet 
the p 
of co 
coulc 
merc 


cate 


R an 


* Ar 
IX, P. 

"Co 
(CPF 
tract. 
procu 
to be | 


nat a 
lild a 
| pro- 
1 was 
rable 
whom 
ndus- 
N un- 
lating 
units, 


1 have 


ns one 
ilitary 
pletely 
at the 
is the 
ereign, 
it are 
t theo: 
t which 
ight of 


is care: 


ie busi- 


tractor 
I have 
yds and 


yroprie- 


ve asa 
d_ these 
sroblem 
military 


s objec: 


and de: | 


use they 


ne Maga: 


, Volume / 


46). Con- 
‘ted States 





so often involve more in the way of “services” 
than in the way of “goods.” It is frequently 
very difficult even to define exactly what will 
be furnished or delivered at the conclusion of 
such a contract. R and D contracts, as we shall 
henceforth refer to them, also present some 
special problems with respect to proprietary 
rights. 

If the R and D contract covers an area in 
which the contractor has done no previous 
work and from which he could not reasonably 
expect any future return from either military 
or commercial sales, then the issue of proprie- 
tary rights becomes of rather minor impor- 
tance. It, therefore, is not particularly disturb- 
ing to such a contractor to discover that the 
only proprietary right he can retain is owner- 
ship of any patents evolved as a direct result 
of the work.” He is required to give a royalty- 
free license to these patents to the Government 
along with all other proprietary information 
such as special fabricating techniques and 
processes. Consequently, the only opportunity 
he would have to realize any profit outside of 
that directly resulting from the contract would 
be from licensing or selling the patents to 
someone else for commercial use. But this 
doesn’t bother him much because he doesn’t 
see much likelihood of securing any indirect 
profit from the contract anyway. 

Since most R and D contracts are of the cost 
reimbursement type plus a fee’ which rarely 
exceeds 7 per cent of the total costs allowed, 
the possibility of a large return from this kind 
of contract is not promising. A company which 
could realize a 20 per cent profit from com- 
mercial operations would not be likely to allo- 
cate its resources to this variety of military 


R and D work which carries such a low rate 


* Armed Services Procurement Regulations, Section 
IX, Part 1. 

‘Commonly known as a cost plus a fixed fee 
(CPFF) or cost plus an incentive fee (CPIF) con- 
tract. These types of contracts are often used in 
procurement by negotiation when the cost of the work 
to be done is difficult to ascertain. 


61 


of return. For this reason, contracts which do 
not offer indirect profit possibilities are of in- 
terest principally to non-profit organizations 
such as universities or to companies in special 


PROPRIETARY INTERESTS 


circumstances not representative of the typical 
business establishment. 


R & D CONTRACTS 
INVOLVING IMPORTANT 
PROPRIETARY RIGHTS 


When the R and D contract involves work 
in an area previously untouched by the con- 
tractor but which offers the possibility of 
realizing indirect profits through subsequent 
sales either in the military or commercial field, 
the situation is quite different, because the con- 
tractor has a vital interest in protecting his pro- 
prietary rights. Once again, as in the previous 
situation, existing procurement regulations 
permit the contractor to retain ownership of 
any patents derived from the work with a 
royalty-free license for their use residing in 
the Government. This, of course, gives the 
contractor a patent monopoly for commercial 
purposes resulting from work entirely paid for 
by the Government and to which the contractor 
has made no financial contribution. On the 
basis of this largess, the contractor might be 
inclined to assume that he would also be per- 
mitted to retain all other items of a proprietary 
nature such as special processes and techniques 
which would be built up in the course of the 
R and D work. Retention of exclusive rights 
to such items would give the contractor a con- 
siderable advantage in bidding for future sup- 
ply contracts leading out of the R and D work. 
However, such an assumption would be en- 
tirely unwarranted; military procurement 
regulations deny the contractor the retention 
of any rights in ordinary (non-patentable) 
proprietary material evolved as the direct re- 
sult of an R and D contract.” This places the 


contractor in the anomolous position of having 


* Armed Services Procurement Regulations, Section 
IX, Part 2. 
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a commercial patent monopoly if patents result 
from his R and D work but retaining no other 
proprietary rights. 

This dichotomy in military R and D pro- 
curement policy has stimulated much criticism 
because it leaves nearly everyone dissatisfied. 
Contractors are not happy about being de- 
prived of ordinary proprietary rights, which 
are often more important to future profits than 
is patent ownership. On the other side of the 
coin, officials such as Congressmen, the At- 
torney General, and many prominent industry 
spokesmen strongly oppose the granting of 
commercial patent monopolies as the result of 
work financed entirely by the Government. It 
is argued that to do this often gives such a con- 
tractor an undue commercial advantage. Fre- 
quently cited is the case where an electronics 
manufacturer might develop an improved 
method of fabricating and assembling elec- 
tronic components as the result of a military 
R and D contract which would make it possible 
for him to have exclusive use of this process 
in assembling television receivers at less cost 
than his competitors. However, the armed 
services continue to take the attitude that giv- 
ing patent ownership resulting from R and D 
work to the contractor is an inducement neces- 
sary to insure a maximum degree of indus- 
trial interest and participation in military re- 
search and development programs. 

Perhaps the more realistic approach to the 
solution of the problems raised by this type 
of contract would be to allow a somewhat 
larger profit margin (fee) in lieu of granting 
any patent or other proprietary rights to the 
contractor. Such a policy would have the ad- 
vantage of being easily implemented, and the 
precise rates of profit could be adjusted to in- 
dividual circumstances and changing economic 
conditions. This approach might also solve the 
problem of lack of business interest in R and 
D work which has no possibility of generating 
indirect returns. In any event, this solution 
would emphasize the primary profit motive 
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related to the immediate contract and play 
down reliance on contingent possibilities of 
secondary profits from military R and D cop. 
tracts, a long-standing source of contractor dis. 
illusionment and disappointment. In unusual 
cases, it might also be appropriate to grant the 
contractor a non-exclusive license to use the 
process or invention commercially. 

There is one other common variety of R and 
D contract, and it is with this type that the 
greatest difficulties regarding proprietary 
rights occur. In this case the Government con. 
tracts for reséarch and development in an area 
where the contractor has already done work at 
his own expense which has generated proprie. 
tary rights in the form of techniques and ex. 
perience—and sometimes even in the form of 
patents—which are expected to contribute to 
future company sales and profits. 

From the standpoint of patents alone, the 
Armed Services Procurement Regulations treat 
this kind of contract in essentially the same 
way as the types previously discussed: the 
contractor becomes the owner of all patents 
reduced to practice during the R and D work 
financed by the Government (foreground pat- 
ents) with a royalty-free license being retained 


by the Government.’ Where, in the course of 


previous work conducted at his own expense, | 
the contractor has obtained patents which per- | 


tain to the subject matter of the contract (back- 
ground patents), but there is no automatic 
acquisition of a free license by the Govern- 
ment, the procuring agency endeavors to nego- 
tiate a license to use such patents by paying to 
the contractor an additional fee or royalty. 
With respect to other proprietary rights, how- 
ever, the situation is not so simple. When it 
pays R and D costs, the Government position 
as reflected by procurement statutes and regu- 
lations is that it should receive unlimited rights 
to all proprietary matter related to the con- 
tract with the exception of the previously men- 


° For Governmental purposes only, not for commer: 
cial use. 











tioned | 
tractor 
materic 
Govern 
find his 
him fe 
busines 
busines 
devices 
avoides 

The 
industr 
much ¢ 
tion 1D 
Regula 
and co 
solve, : 


This 
a, T 


furn 
unde 
forn 
not 

repl. 
mad 
b. T 
pens 
are | 
unde 
forn 
traci 
prie 


nece 


But 
propri 
under 
previo 
cial ty] 
or sub 
lary in 
shall b 
and th 

” Arr 
IX, Par 


play 
les of 
) con. 
or dis. 
usual 
nt the 





se the | 


R and 
at the 
‘letary 
it con- 
n area 
ork at 
‘oprie: 
nd ex. 
orm of 
ute to 


1e, the 
is treat 
» same 
d: the 
yatents 
) work 
1d pat- 
tained 
irse of 


(pense, 
ch per- | 
(back- 


omatic 
yovern: 
) nego- 
ying to 
oyalty. 
s, how- 
Vhen it 
osition 
d regu- 
| rights 
1e Con: 
ly men- 


commer: 











tioned background patents. Therefore, if a con- 
tractor were to surrender the proprietary 
material evolved at his own expense to the 
Government without reserve, he might later 
{nd his competitors using it in bidding against 
him for other Government and commercial 
business. This is the reason why a great many 


business concerns with excellent ideas and 


devices for military use have purposely 


avoided accepting military contracts. 

The chasm between the Government and 
industry positions on this point has generated 
much conflict. However, at last, a revised Sec- 
tion IX of the Armed Services Procurement 
Regulations has been issued relating to data 
and copyrights which, if it does not entirely 
slve, at least recognizes the problem.” 


This revised clause provides: 


a. That when commercial components are 
furnished as part of equipment delivered 
under an R and D contract, proprietary in- 
formation concerning such components need 
not be supplied if data sufficient to permit 
replacement or substitution of these items is 


made available. 


b. That when items developed at private ex- 
pense and previously sold or offered for sale 
are furnished as part of equipment delivered 
under an R and D contract, proprietary in- 
formation need not be supplied if the con- 
tractor can identify such items and the pro- 
prietary data pertaining to them which is 


necessary to permit their reproduction. 


But the regulation goes on to say that if 
proprietary materials are to be furnished 
under the contract which have neither been 
previously offered for sale nor are of commer- 
tial type, and which cannot readily be replaced 
or substituted for without the use of proprie- 
lary information, a suitable price for such data 
thall be negotiated as a separate contract item 
and the rights involved shall pass to the Gov- 


Ty “ . . ° 
Armed Services Procurement Regulations, Section 


IX, Part 2. 
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ernment without restriction as to their use. 
Thus, although it is clear that the contractor 
cannot retain ordinary proprietary rights (ex- 
cluding patents) relating to items supplied on 
R and D contracts which are not readily repro- 
ducible or substitutable, he can at least receive 
some monetary compensation for them pro- 
vided that he asserts his rights at the time the 
contract is made. 


PROPRIETARY INTERESTS 


This new regulation does not achieve the 
ultimate objective—from the standpoint of the 
contractor—of letting him retain all of the 
proprietary elements which he has developed 
at his own expense and which he would like to 
exploit to the maximum in future military and 
commercial sales, but it does assure him of 
some return on his ingenuity. The difficulty 
will come in determining the value of these 
proprietary rights and in reducing them to a 
price that the Government will be willing to 
pay. The Government negotiator will fre- 
quently not see in them the same value that the 
contractor does and thus a mutually agreeable 
figure will be hard to reach. Almost of equal 
difficulty may be the determination of exactly 
what proprietary rights are involved. It will be 
interesting to see how these new regulations 
work in practice. 


SUPPLY CONTRACTS 


Supply contracts are distinguished from re- 
search and development contracts by the fact 
that they contemplate the delivery of articles 
which have already been designed and de- 
veloped and for which manufacturing data are 
readily available. For a long time the existence 
of proprietary rights in connection with sup- 
ply contracts was not well recognized by mili- 
tary purchasing agencies, and their procure- 
ment regulations reflected this attitude. Where 
common “off-the-shelf items” are purchased, 
proprietary rights, of course, are no problem. 
It is pretty much like going to the hardware 
store and buying acan of paint; you don’t need 
to have data on how the paint was made. The 
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standard practice of the Government in pur- 
chasing such items is to solicit sealed bids by 
advertising and to issue a fixed price contract 
to the successful bidder. 

However, an ever-increasing number of mili- 
tary items procured today are of a highly 
specialized nature and must be fabricated to 
order. Suppose one of the military agencies has 
a developmental model of a communications 
receiver with specifications setting forth its 
functional characteristics and wishes to pro- 
cure 100 units for installation in aircraft. Quo- 
tations would be sought from “qualified con- 


ll 


tractors” and a fixed price contract” negoti- 
ated with the successful bidder. The contract 
would specify the delivery of 100 communica- 
tions receivers having certain characteristics, 
along with spare parts for them. But it would 
also require the delivery of “complete” manu- 
facturing drawings telling exactly how the 
manufacturer fabricated these receivers so that 
they could be reproduced again if necessary. 
Implicit in this information would be data on 
processes, manufacturing techniques, and tech- 
nical know-how which the contractor had de- 
veloped in manufacturing the receivers and 
which is generally recognized as proprietary in 
nature. Note that the contract would not or- 
dinarily specify the acquisition of proprietary 
information by the Government nor would the 
price paid take this into account. But should 
the military agency let a subsequent contract 
for more of these receivers, the original con- 
tractor would very often find his competitors 
bidding against him with the benefit of his 
erstwhile proprietary data.” It can be argued 
that the Government would undoubtedly have 

“ Just what constitutes a qualified contractor is 
itself a subject of controversy, with ramifications of an 
administrative nature and effects which ultimately 
reach the question of whether doing business with the 
Government is a privilege or a right. 

Several varieties of “fixed price” contracts are 
used by the military services and in some the price 
can actually vary considerably. A fixed price contract 
can have a price redetermination feature or it may be 
of the target price-incentive type. These are referred 
to as “flexible fixed price” contracts. 


** Serious patent problems do not often arise in con- 
nection with supply contracts because, since such con- 





the right to such information if it had paid for 
it. What has generated bad feeling in industry 
is the appropriation of proprietary informa. 
tion without adequate compensation, and its 
subsequent use to the disadvantage of the 


originator. 


SECOND SOURCE PROBLEMS 


This situation can also arise when a military 
agency undertakes to set up a second source of 
supply for an item of equipment which js 
currently being produced by a certain manu. 
facturer. The original producer, who probably 
has an assembly line going, is often required 


to disclose all kinds of data about processes, 


techniques and the like to help the second 


source 





which he knows will someday compete 
with him—get started. He receives no addi. 
tional compensation for revealing this data, 
What is even worse, the owner of the proprie- 
tary information may find the competitor to 
whom it has been released by the Government 
using the information against him in ordinary 
commercial operations. 

Here again, the latest revision of Section IX 
of the Armed Services Procurement Regula- 
tions (ASPR) indicates that an awareness of 
the problem exists on the part of the military 
procurement agencies and corrective measures 
are being taken. Part 2 of Section 1X” cover- 
ing Data and Copyrights first breaks the term 
“Data” down into two distinct categories en- 
titled “Proprietary data” and “other data.” 
Proprietary data are defined as information 


concerning the details of a contractor’s secrets 


tracts usually involve manufacturing rather than de- 
velopment, patentable items are not often discovered. 
Where patent questions do come up they can legally 
be disposed of in the same manner as in the case of 
R and D contracts—ownership in the contractor and 
a license to the Government, royalty-free if the Gov 
ernment has paid for the work. A special problem may 
be involved when a military agency turns technical 
data referring to patentable material, on which a 
patent has not been issued because of a secrecy order, 
over to a foreign government or foreign industrial con 
cern. The prudent contractor will do well to check 
carefully to determine his rights under such circum- 
stances before agreeing to release the information. 
Armed Services Procurement Regulations, Section 


IX, Part 2. 
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of manufacture which are not disclosed by in- 
spection or analysis of the product itself and 
which the owner has protected from unre- 
stricted use by others. “Other data” are defined 
as “all data other than ‘proprietary data,’ ” and 
this category is subdivided into “operational 
data” covering information necessary for 
proper operation, maintenance, and testing of 
the equipment and “descriptive data” embrac- 
ing non-proprietary design drawings and speci- 
fications which may permit manufacture of 
the product by other competent firms. 

The revised ASPR section undertakes the 
most direct solution of the outstanding prob- 
lems by stating that it shall be Government 
policy not to acquire “proprietary data” unless 
specifically required and then only to the ex- 
tent necessary in a given situation.” This regu- 
lation states that when “proprietary data” 
are obtained on a supply contract, the price to 
be paid shall be negotiated as a separate item 
on the schedule. Part 2 of the new Section IX 
then addresses itself to the multiple-source-of- 
supply problem by specifying that if proprie- 
tary data are obtained for the purpose of 
setting up alternative sources of the product, 
such data shall be obtained without restrictions 
as to its use. In other words, under these cir- 
cumstances, the Government and the contractor 
originating the data would have to reach agree- 
ment as to the price to be paid for uncondi- 
tional release of the proprietary information 
with a full awareness of the implications con- 
cerning its use. This section is advantageous 
tothe Government in that it provides a built-in 
mechanism for setting up alternate sources of 
supply, thus freeing the military procurement 
agencies from dependence on single sources 


which might set an unreasonable price. 


THE LIMITED RIGHTS CLAUSE 


Section IX also provides for obtaining 


‘limited rights” in proprietary data in supply 


contracts where unlimited disclosure of such 


“This rule then goes on to state that it shall be 
the policy to acquire “other data” where necded with- 
out any limits on its use. 
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information is not required. The limited rights 
clause specifies that proprietary information 
obtained under it is not to be released outside 
of the Government (except to foreign govern- 
ments and then with the same limitations) nor 
duplicated, used, or disclosed for procurement 
or manufacturing purposes other than manu- 
facture required for actual repair or overhaul 
purposes (but not for stock spares) where no 
substitute part is available, unless specific per- 
mission of the owner of the data is obtained. 
Thus, with these two exceptions, which can be 
significant under certain circumstances,” the 
Government virtually makes itself the trustee 
of proprietary data given to it under a limited 
rights clause. Section IX also extends these 
regulations and policies to its prime contrac- 
tors in relation to their subcontractors. 
Theoretically these revisions regarding data 
to be furnished in connection with supply con- 
tracts should solve most problems involving 
proprietary rights at their source, either by 
leaving the owner in full possession of the 
rights, or by providing for their outright pur- 
chase. This solution is certainly preferable to 
remedies that might restrict the Government 
in its method or scope of procurement. How- 
ever, the approach chosen raises three ques- 
tions that have an important bearing on the 
ultimate usefulness of the revised Regulation. 


1. Can the parties involved reach an agree- 
ment as to exactly what constitutes proprietary 
data? 


2. Will it be possible to reach agreement on 
the price which the Government can and will 
pay for proprietary data when it desires to 
purchase full rights? 

3.Is the “limited rights in data” clause 
realistic? 


Although the definition of proprietary data 
in the revised Regulation seems clear enough, 
it is certain that many disputes will arise be- 
tween the Government and the contractor as to 

'® When the Government gives data to allied nations 


in the interests of standardization or defense support 
and when emergency foreign purchases are necessary. 
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exactly what parts of the data to be supplied in 
connection with a given contract are proprie- 
tary in nature. It appears possible that such 
disputes may be frequent enough and compli- 
cated enough to warrant the establishment of 
a special tribunal for the purpose of adjudi- 
cating such controversies. This step would have 
the advantage of setting up precedents which 
could be used as a guide in subsequent cases, 
thus ultimately reducing the amount of contro- 
versy to a minimum. However, it would also 
have the disadvantage of setting up anotiier 
administrative body to augment the hundreds 
already in existence. 

It is also clear that the same problem that 
exists in the case of a research and develop- 
ment contract will exist also in negotiating a 
price for proprietary data in connection with a 
supply contract. Namely: will the Government 
negotiator see its value in the same light as 
does the contractor? Apropos of proprietary 
data acquisition in the case of multiple source 
procurement, when, it will be recalled, un- 
limited use is to be obtained, Section IX per- 
mits the original contractor and the second 
source contractor to negotiate a_ separate 
licensing agreement between themselves to 
cover proprietary material. This device could 
provide an alternative if an impasse concern- 
ing the purchase price of such rights should 
develop with respect to the Government. It 
would also permit the contractor releasing the 
information by license to specify and limit 
exactly the uses to which it could be put. 

The announced policy of the military pro- 
curement agencies to refrain insofar as pos- 
sible from acquiring proprietary information 
in connection with supply contracts is laudable 
enough, but it remains to be seen how useful 
the “other” nonproprietary data will prove to 
be in training programs, service operation and 
repair, and subsequent manufacture of items 
when the proprietary information is not avail- 


able. 


There has not yet been enough experience 





with the latest limited rights in data clause to 
evaluate its effectiveness. Will the Government 
be able to safeguard material of this kind? 
And, perhaps even more important, will syb. 
contractors be safe in entrusting proprietary 
data to their prime contractors (as the Regula. 
tion suggests they should) when the prime con. 
tractors might be potential competitors jp 
either the military or commerical field? The 
\SPR says nothing specific about liability and 
remedies for the violation of these provisions, 
Presumably, however, the common-law remedy 
of damages for breach of the disclosure agree. 
ment would be available, but money damages 
are often a poor substitute for the loss of such 
information. The military procurement agen- 
cies have been slow to adopt the limited rights 
clause and some major prime contractors have 
already indicated that they want no part of it 
in relation to their subcontractors and will ac. 
cept no technical information with such a 
restriction. Anyone who has ever had access 
to the internal directives of a representative 
number of companies knows first-hand that it 
is often strict policy not to release proprietary 
information to anyone outside of the organiza- 
tion unless absolutely necesary, and particu- 
larly not to higher-tier contractors. From this 
it can be readily appreciated how low the gen- 
eral confidence level is when it comes to the 
entrusting of proprietary data. Thus it is ap- 
parent that many obstacles lie in the path of 


smooth functioning of the new regulation. 


IMPORTANCE OF PROPER 
ADMINISTRATION 


Insofar as the new regulation shows a recog: 
nition of rights in proprietary information, it 
will please concerns that do business with 
military agencies, and insofar as the new rule 
helps to expedite procurement at fair prices 
and free the armed services from dependence 


on sole sources of supply, Government officials 


_ and Congressmen will be happy. But the extent 


to which the revised rules achieve their pur- 
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pose of more adequately protecting proprie- 
tary rights, and at the same time permitting 
more expeditious procurement procedures, de- 
pends on how they are administered. In the 
many procurement agencies of the Department 
of Defense, contracting is handled by hundreds 
of separate teams made up of contracting 
oficers, negotiators, project officers, and ad- 
yisory technical personnel. The establishment 
of uniform policies with respect to anything 
as complicated as proprietary rights, through- 
out such a sprawling organization, is not an 
easy job. There are bound to be differences in 
attitude from one agency to another. This fact 
places on the contractor—or perhaps in this 
context the title “prospective contractor” 
the burden of 
knowing and protecting his rights before con- 
tractual commitments are made. The revised 
provisions of Section IX of ASPR themselves 
place much emphasis on the negotiating 





would be more appropriate 


process. This is the time when the prospective 
contractor can specify the terms on which he 
will release proprietary data, if at all. 

Since the procurement regulations place so 
much emphasis on the negotiation process, it 
is inevitable that bargaining power is going 
to play a very important role in the ultimate 


effectiveness of Government 


these rules. 
negotiators have an obligation to obtain the 
best deal they can when spending public funds. 
However, they also have a duty not to use their 
vastly superior bargaining strength to brow- 
beat a small business firm out of proprietary 
tights that are recognized as his by over-all 
procurement policy and the rules of fair play. 
Itis in this area of administration that the fair- 
ness and effectiveness of the new enlightened 


regulations may ultimately be determined. 


THE DESTRUCTION OF 
SOME SHIBBOLETHS 


Throughout this discussion we have stressed 
the negotiating process in Government con- 


tracting—in other words, procurement by 
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negotiation. As has been noted previously, pur- 
chase by advertised sealed bidding is a satis- 
factory and preferred method when an “off- 
the-shelf” item is involved, or when the equip- 
ment to be delivered following manufacture 
can be specified and priced with great exact- 
ness. Procurement through advertising, by its 
pricing method and by its very nature, does 
not contemplate the acquisition of any proprie- 
tary rights by the Government, and therefore 
it is up to the contractor to be careful that no 
proprietary data are contained in the mate- 
rials delivered to the Government pursuant to 
such a contract. 

When the equipment to be procured is com- 
plicated and unusual and when the manufac- 
turing data for it are not complete, or when 
security problems or questions of proprietary 
rights are involved, procurement by negotia- 
tion is generally more satisfactory because it 
permits the fullest use of flexibility in the con- 
tracting process, 

It is, therefore, a common error to think of 
advertised procurement as prejudicial to pro- 
prietary rights. This is not true under existing 
procurement regulations and procedures, be- 
cause the owner of the rights can restrict the 
use of his proprietary data for advertised bid- 
ding purposes through the use of the limited 
rights in data clause. The owner of the rights 
also has the option of selling or licensing them 
to the Government or of withholding them al- 
together. If he is not able to protect his pro- 
prietary rights, it is no more the fault of ad- 
vertised bidding than of any other part of the 
procurement process. However, it can happen 
that proprietary rights will be prejudiced by 
the use of advertised procurement in a situa- 
tion where such procurement is inappropriate. 

Nor is procurement by negotiation intrinsi- 
cally bad, as many people seem to think. In the 
first place, contrary to much ill-informed opin- 
ion, negotiated procurement does not necessar- 
ily mean sole source procurement. Unless a 
purely proprietary item is involved, there can 
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be and often are as many bidders for a nego- 
tiated contract as there would be if advertised 
bidding were employed. If competition is in 
any way inhibited by the use of negotiated con- 
tracts, it is the result of shortcomings in the 
administrative process and not due to the 
method of contracting itself. Probably the two 
areas of negotiated procurement that have 
been subjected to the greatest criticism—much 
of it Congressional—are (1) the selection of 
bidders who are invited to submit proposals in 
a given procurement situation, and (2) the 
choosing of the lucky bidder to whom the con- 
tract is to be awarded. It is at once obvious 
that these choices are purely administrative in 
nature; the reason they are so highly suspect 
is the secrecy that often cloaks them. Admit- 
tedly, there have been abuses associated with 
negotiated procurements in choosing bidders 
and in awarding contracts. However, the cure 
for these abuses is not to hamstring mili- 
tary procurement by abolishing procurement 
through negotiation, but to promulgate appro- 
priate regulations which will effectively pre- 
vent improper administrative procedures. 

Negotiated procurement, with its flexible 
contracting methods, is now being used to an 
increasing extent by the military services, 
largely because of the great complexity of so 
many of the items they buy. It is heartening to 
note that the proposed revisions to the Armed 
Services Procurement Act presently being con- 
sidered by Congress recognize this trend by 
broadening the area in which negotiated pro- 
curement is allowed. It is to be hoped that the 
military services will prove themselves entitled 
to this added responsibility by using special 
care in the handling of procurement by nego- 
tiation. 


EMERGENCY SITUATIONS 


In evaluating the recent trends in the pro- 
tection of proprietary rights it should be re- 
membered that those rights are conferred by 


regulations issued pursuant to statutory au- 





thority; where proprietary information has | 
been released to the Government or one of its 


contractors, the rights of the original owner to 


maintain control over it are not absolute. It js / 


well known, for example, that through the use 
of an authorization and consent clause a mili. 
tary agency can direct one of its contractors to 
infringe any patent. If the infringement action 
is taken, the patent owner has a right only to 
redress in damages against the Government: 
he cannot obtain a court injunction to restrain 
the breach of his patent right. Obviously this 
power to violate a proprietary right deliber. 
ately must be used with great restraint and 
only under conditions of emergency when no 
other reasonable course of action is possible, 
Nevertheless, it is an ultimate power which 
Congress as a matter of public policy has seen 
fit to vest in the military procurement agencies, 
The Armed Services Procurement Regulations 
do not provide for the use of such power in the 
case of ordinary proprietary data which may 
have been released to the Government under a 
limited rights in data clause, or to another | 
military contractor under a licensing agree- 
ment. It does appear possible that a clause 
similar to the one covering authorization and ? 
consent now used for patents might eventually 
evolve to cover ordinary proprietary informa- 
tion which is in the hands of the Government 
or one of its contractors. A clause of this type 
would empower the Government to use pro- 
prietary information over which it could exer- 
cise control for any proper purpose in a justi- 
fiable emergency and would secure to the 
owner of such data a remedy in money dam- 
ages. Such a measure would also seem to com- 
port fully with recognized public policy in 


matters of national defense. 


OTHER PROBLEM AREAS 


Although the revised ASPR pertaining to 
data recognize the possibility that a proposal 
furnished by a prospective contractor may con- 


tain proprietary information, and provide that 
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if the submitter is awarded the contract he 
may be reimbursed for his rights in such data, 
present regulations do not specifically provide 
protection to all bidders for proprietary infor- 
mation contained in their proposals. In this 
day of weapon systems contracts, proposals 
often have the appearance of complete engi- 
neering studies and, since they are sales mate- 
rial on which the award of a large contract may 
be largely based, they contain the best that the 
company submitting them has to offer, pro- 
prietary rights problems notwithstanding. Fur- 
thermore, proposals have no contractual basis 
and do not by themselves establish the origi- 
nator as a contractor. They constitute only an 
offer made either in answer to an invitation or 
voluntarily. Should a bidder be unsuccessful 
in getting the contract in question, he is often 
anxious to get his costly proposal back with all 
of its proprietary information intact, or at 
least to prevent its falling into the hands of 
his competitors, many of whom have probably 
submitted bids on the same contract. 

It is not common practice for military agen- 
cies to return proposals to unsuccessful bid- 
ders, and since the procurement regulations 
make no specific reference regarding protec- 
tion of information contained in them, the only 
thing the bidder can do is to indicate clearly 
on the proposal that it contains proprietary 
information which is not to be further dis- 
closed. It is to be hoped that the loophole in 
present military procurement regulations will 
soon be closed by inclusion of provisions for 
the assured protection of proprietary pro- 
posals. 


A STEP BACKWARD? 


Another important statement of Government 
policy toward proprietary rights came recently 
with the passage of the National Aeronautics 
and Space Act of 1958." This Act was particu- 
larly significant because it was a direct legisla- 


“National Aeronautics and Space Act, Volume 72, 
United States Statutes at Large, 426 (1958). 
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tive pronouncement by Congress and because 
it represented a sharp departure from the re- 
cent trend indicated by the Armed Services 
Procurement Regulations. The most drastic 
change was in the treatment of patents. The 
Space Act requires that when an invention 
made under Government contract relates to 
the work of the agency, exclusive ownership 
of all patents, whether privately financed or 
not (in other words both background and fore- 
ground patents), shall be vested in the Gov- 
ernment unless this right of title is waived.” 
Since the Space Agency has jurisdiction over 
aeronautical as well as space matters, its activ- 
ities will overlap many of those of the armed 
services and many defense industries will be 
directly involved. The drastic change in atti- 
tude toward patents, the indefiniteness of the 
statute with respect to its scope and effect, and 
the fact that many industrial activities of a 
commercial nature may be affected, have 
caused a high degree of consternation. 
Strangely enough, the “data” provisions of 
the Space Act which relate to ordinary pro- 
prietary rights are very similar to the revised 
Section IX of ASPR. Use of a limited rights 
in data clause is provided for, but nothing 
specific is said about the acquisition of or- 
dinary proprietary information by license or 
outright payment. 

Actually, the sections of the Space Act af- 
fecting proprietary rights—especially  pat- 
ents—were derived largely from the Atomic 
Energy Act of 1954" and reflect the extremely 
security-conscious attitude of that legislation. 
It is very probable that its drafters intended 

8 Section 305 (d) of the National Aeronautics and 
Space Act appears to go even further by giving the 
administrator the discretionary authority (subject to 
certain rights of appeal) to have issued in his name 
any patent which “appears to the Commissioner of 
Patents to have significant utility in the conduct of 
aeronautical and space activities” (italics added). 


There is no indication that section 305 (d) is limited 
in its application to patents evolved under Space 
Agency Contracts. 

* Volume 68, United States Statutes at Large, 919 
(1954). 
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that the stringent patent provisions of the 
Space Act should refer only to the nuclear and 
space activities that the Act covers and, to this 
extent, most observers would probably agree 
that such precautions are appropriate. How- 
ever, the wording of this legislation goes much 
further, and remedial action by Congress may 
be necessary if the fullest support of our space 
and atomic programs by industry is to be 
assured, 


CONCLUSIONS 


Recent changes in the Armed Services Pro- 
curement Regulations have done much to in- 
still in the industrial community increased 
confidence that the Government will recognize 
and respect proprietary rights—at least those 
of contractors to the military agencies. It can 
be argued that, with respect to patent rights, 
the armed services regulations may be too leni- 
ent, whereas the Space Agency Statute is far 
too rigorous. Perhaps some middle ground 
might be reached by providing that the Gov- 
ernment would acquire title to patents which 
result from work financed entirely at Govern- 
ment expense with a royalty-free but nonexclu- 
sive license for commercial use remaining with 
the contractor. Title to background patents 
evolved at private expense would remain with 
the contractor, who could license them to the 
military agencies or other contractors for Gov- 
ernmental use. There is evidence that an ap- 


proach of this kind is gaining in popularity. 





Only time and experience will tell whether 
the new provisions of ASPR Section IX relat. 
ing to ordinary proprietary data will prove 
adequate. If practical problems can be ironed 
out and administration of the new rules is ef. 
fective enough so that sheer bargaining power 
will not become the measure of safeguard for 
proprietary rights, industrial relations with 
the military procurement agencies should im. 
prove enormously. The goal should be to per. 
mit proprietary data to remain undisturbed 
with its owner insofar as is possible. Where 
use of such information by the Government js 
necessary, maximum use of licensing agree. 
ments should be encouraged. To the extent 
that an enlightened procurement policy stimu- 
lates the maximum degree of interest, coopera. 
tion, and effort from the industrial community 
in relation to our all-important defense pro- 
gram, the work involved in bringing it about 
will have been worth while. 

In concluding, it is well to mention that de. 
fense contractors also have an_ obligation 
toward the Government. The confidence that 
is built up with military procurement officials 
by ethical business practices, honest negotiat- 
ing and diligent contract performance will do 
much to make business contacts between indus- 
try and Government more rewarding and pro- 
ductive. Our industrial might was the key to 
victory in World War II, and it may well be 


the margin of our survival in the Atomic Age. 
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"ERNEST DALE 


Some Foundations of 


Organization Theory 


Having concluded that too much of organization theory offers 
little practical guidance to the manager, a well-known student 
of organization challenges his colleagues to draw more fully 
from experience to find guides that may be expected to work 
reasonably well in comparable situations. 


“Organization,” as applied by the specialists 
to groups of human beings, may be defined as 
amethod of breaking down broad and over- 
whelming tasks into manageable and _ pin- 
pointed responsibilities and at the same time 
insuring coordination of the work. Using the 
term in a broader sense (to include aspects of 
management), the great classical economist, 
Alfred Marshall, raised organization to an 

' equal place with the three traditional factors 
in production—land, labor and capital. And 
even in the more restricted sense in which the 
word is used here, organization may deserve 
that status, for no widespread use of land, 
labor, and capital is possible without some 
form of organization. 

Organization charts and job descriptions 
provide a map of the major features of an or- 
ganization structure. Ideally, they insure that 
everyone knows the extent of his organizational 
“box” and his powers, and they set up clear 
lines of accountability. Thus, relationships 
among groups and individuals are clear; every- 
one knows who his boss is, what hat he is to 
wear on what occasion, and on whose team he 
is playing and for what stakes and for what 
goals, 
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But charts and job descriptions cannot pro- 
vide much help—except insofar as they are an 
aid to memory and visualization—with the 
real problems of organization: What is the best 
way of dividing the work to achieve objectives 
and reduce conflicts? Who should be whose 
boss and what should be the structure of power 
relationships? How much responsibility and/ 
or authority should be allocated to each posi- 
tion? What forms of organization will insure 
that each individual can utilize his powers to 
the full? How can coordination toward goal 
achievement be accomplished? And how can 
organizations be changed? 

It is with questions like these that organiza- 
tion theory must be concerned if it is to be of 
help to those who deal with concrete problems. 
The purpose of this article is to re-emphasize 
some criteria which may aid in assessing the 
value of the growing body of work on the 
subject and to suggest certain methods of 
studying business organization. 


THE UNIVERSALIST APPROACH 


In large part, the search for theory has been 
a search for principles and concepts that can 
be universally applied to all organizations. 
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Two well-known writers on organization state, 
for example: 


““,.it is now possible to develop a theory 


of management applicable to all executives 
in all occupations... the principle implies 
that managerial knowledge and experience 
are transferable from department to depart- 
ment and from enterprise to enterprise. Mer- 
chandising executives may be shifted to 
manufacturing; the military commander to 
peaceful pursuits; foremen from flour mill- 
ing to warehousing; and production man- 
agers to sales. To the extent, however, that 
their tasks are managerial rather than tech- 
nical, and with the proper motivation, exec- 
utives will employ their skill as well in one 


occupation as in the other.” 


Henri Fayol (1841-1925), perhaps the most 
famous of the organization theorists, also 
tended to stress the universality of his princi- 
ples, among which were: 

1. There must be specialization. 

2. Responsibility is a corollary of author- 
ity. 

3. There should be unity of direction— 
one head and one plan for each activity. 

4. There should be “unity of command”— 
each person in the organization should have 


only one boss.’ 


These perhaps form the basis of the most 
generally accepted traditional organization 
theory—insofar as it exists in the form of uni- 
versals—and they have been added to or am- 
plified by many other writers, including Lyn- 
dall Urwick, V. A. Graicunas, Alvin Brown and 
many others. Graicunas, a Lithuanian manage- 
ment consultant, has appended the definite 
principle of the “span of control” —that is, that 
no one person should supervise the activities 





‘Harold Koontz and Cyril O’Donnell, Principles of 
Management: An Analysis of Managerial Functions, 
Second Edition (New York: McGraw-Hill Book Com- 
pany, Inc., 1959), pp. 42-43. 

* Henri Fayol, General and Industrial Management 
(London: Sir Isaac Pitman & Sons, Ltd., 1949), 
especially pp. 19-26. 





of more than five, or at the most six, other 
individuals whose work is interrelated.’ It has 
also been largely accepted that a “short chain 
of command” or as few layers of supervision 
between the top man and the rank and file as 
possible are desirable. 

That the last two principles are to some ex. 
tent contradictory (probably the only way the 
span of control can be reduced is to insert 
more levels of supervision) is not an insuper- 
able obstacle in practice since the organizer 
can seek a compromise in the light of circum. 
stances. 

However, if organization theory is to be use. 
ful, it must meet harder tests than that of com. 
plete internal consistency. The principles may 
perhaps be seen in better perspective if viewed 
in the light of Milton Friedman’s excellent def. 
nition of a good theory: 

“A theory is ‘simpler’ the less initial 
knowledge is needed to make a prediction 
within a given field of phenomena; it is more 
‘fruitful’ the more precise the resulting pre- 
diction, the wider the area within which the 
theory yields predictions, and the more addi- 
tional lines for further research it suggests. 
... The only relevant test of the validity of 
a hypothesis is comparison of predictions 


with experience. * 


The difficulty of experimentation, measure- 
ment, or testing of problems involving multiple 
factors does not appear to be a sufficient excuse 
for the “soft” sciences to avoid the develop- 
ment of hypotheses which may be used to 
make predictions. At the edge of knowledge, 
the “hard” sciences face similar methodologi- 
cal difficulties, and unconventional researchers 
may obtain recognition in the hard sciences by 


successfully testing the degree and accuracy of 


*V. A. Graicunas, “Relationship in Organization,” 
Papers on the Science of Administration, ed. Luther 
Gulick and L. Urwick (New York: Institute of Public 
Administration, 1937). 

* Milton Friedman, “The Methodology of Positive 
Economics,” Essays in Positive Economics (Chicago: 
Chicago University Press, 1953), p. 10 and the fol- 
lowing. 
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FOUNDATIONS OF ORGANIZATION THEORY 


prediction their theories provide. But students 
of organization who do not altogether ignore 
the matter of prediction have a tendency to 
throw up their hands and either to confine 
themselves to explaining changes by hindsight 
or to indulge in subjective speculation for 
which there is no test of validity at all. But the 
“principles” of organization—if they are to 
deserve the name—should yield fairly accurate 
predictions. They should work. Assuming ac- 
curate prediction, use of the “short span of 
control” principle, for example, or limiting 
the chief of a series of complicated inter-re- 
lated functions to five or fewer subordinates 
should give the most efficient results. But in 
such a definite form the principle obviously 
does not correctly predict—numerous excep- 
tions to it could be cited. 

Actually the universalist position on the 
short span of control is probably derived from 
the British general Sir Ian Hamilton, who 


~ wrote in his memoirs, The Soul and Body of 


an Army, “The average human brain finds its 
elective scope in handling three to six other 
brains.” 

Sir Ian was himself, as the commander at 
Gallipoli in World War I, an outstanding vic- 
tim of his own universalist dogmatism. There 
was an abysmal lack of proper staff-command 
liaison at the time of the actual landing on 
April 25th, 1915: 

“Hamilton chose to immure himself in the 
conning tower of the Queen Elizabeth and 
thereby he cut himself off both from his 
staff and from direct command of what was 
happening on shore. All tactical authority 
was handed over to his two corps command- 
ers, Since these two officers also remained at 
sea through the vital hours of the day, they 
too were without accurate information. No 
senior commander had any clear picture of 
the battle. 

“One pathetic shortcoming was the utter 
lack of coordinated staff intelligence in the 


early landing. The forces on ‘Y’ Beach were 
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equal to a number sufficient to encircle the 
Turks and to change a bloody massacre into 
a quick and brilliant victory. However, they 
were uninformed and unaware of the true 
situation. They were thus helpless to initiate 
any action. Paradoxically, two colonels 
landed in the area and each believed himself 
to be in command.” 


The kind of dogmatic universalism exempli- 
fied by Hamilton’s dictum tends to communi- 
cate itself to the folklore of organization. I 
learned of an interesting example of this when 
| was preparing Planning and Developing the 
Company Organization Structure.’ In seeking 
analysis of best experience, I interviewed Gen- 
eral Eisenhower, who was then President of 
Columbia University. He reported that the 
trustees had appointed a management consult- 
ing firm to review the University’s organiza- 
tion structure and make recommendations for 
change. On learning that Nicholas Murray 
Butler, who had been president at the time of 
the study, had a span of control of 132, the con- 
sulting firm recommended among other things 
that the new president, whoever he might be, 
should have only a span of control of three. 
When this recommendation was presented to 
him, Eisenhower demurred. He felt that the 
very essence of his contribution would be his 
ability to handle a large number of subordi- 
nates, to inspire them and weld them together. 
In World War I he had been in charge of 
supply of a regiment. By insisting on a larger 
span of control than his competitors, he had 
been able to inspire more subordinates, stay 
close enough to actual events to identify par- 
ticularly good and bad performance, and un- 
tangle more “puzzlements” than his rivals. As 
a result, his performance was much superior. 

Similarly in World War II, by keeping a 


long span of control, so contrary to Sir Ian 


6 Alan Moorehead, Gallipoli (London: Hamish 
Hamilton, 1956), p. 117. 
° Ernest Dale, Planning and Developing the Com- 


pany Organization Structure (New York: American 


Management Association, 1952). 
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Hamilton’s practice, Eisenhower was able to 





exert much more of his integrating influence 
successfully—than would otherwise have been 
the case. He concluded that the span of control 
cannot be determined by a brief statement and 
that its extent should depend not only on dif- 
ferences in personal factors, but also on organi- 
zational aids (like the general staff). Hence 
the consultant’s report at $80,000 was, he said, 
“the most expensive and least read book the 
University ever acquired.” 

This judgment does not necessarily apply to 
the whole consulting report, but it does raise 
the question whether the universal principles 
do not suffer from being either too brief and 
untrue or too obvious and true. When the 
former charge holds, it surely behooves the 
universalists to refine their hypotheses, test 
them and refine some more, rather than mis- 
lead the innocent and repel the knowing. 

To cite an instance of a principle’s being 
too obvious and true, the principle of “speciali- 
zation” is so broad and so obvious that it is of 
little use as a guide. It does not tell us whether, 
under given circumstances, more or less 
specialization will produce better results. 

Again, few might quarrel with the principle 
that each activity should have unity of direc- 
tion or with the view that each person shoul: 
receive orders from one boss only. (One of 
those few was, of course, Frederick Taylor, 
who suggested that each employee take orders 
from several functional foremen, an idea not 
taken seriously in industry today.) But the 
problem of the organizer is to identify the 
activities that should be grouped together 
under single direction or single command, and 
for this the principle provides no help. 

Finally, it is quite obvious that “authority 
and responsibility should be equal,’ but the 
principle which states this affords little help 
in measuring one against the other. For ex- 
ample, if a foreman is responsible for obtain- 
ing a certain amount of production, it might 
be argued that he should have unlimited au- 





thority to hire and fire the men under him, Yet 
very few companies find it feasible to alloy 
him that much authority today. 

Much time has been and could be spent in 
arguing the fine points of each of the “prin. 
ciples,” but this is not much more helpful than 
arguing, like the medieval theologians, aboyt 
how many angels can dance on the head of g 
pin. 

Sometimes a principle is merely a hypothesis 
or a hunch, or rather a gleam in the eye of a 
writer, who endows it with universal truth 
without bothering to verify it. Or the writer 
may have observed a particular set of circum. 
stances at a particular point of time—in a 
hospital, say, or among a group of like-minded 
fellows—and rushed to apply his observation 
universally, taking no account of the influence 
of such factors as technology, market and per. 
sonality. He omits them often because he is not 
aware of them or cannot handle them. Thus he 


is attempting to apply a principle developed 


from observation of one situation to others that | 


are not at all comparable to it. The universals, 
where they appear to be important, may often 
not be true, and when true, may not be im. 
portant. We all know of the functions of man- 
agement in which all managers engage to a 
greater or lesser extent—planning, control, or 
ganizing, staffing, and direction. We may say 


that Sewell Avery of Montgomery Ward, 


Alfred P. Sloan Jr. of GM, Charles Luckman, . 


formerly of Lever Brothers, Sir Jehangir 
Ghandi 


Mikoyan of Russia, the free-enterprise peanut 


of Tata Iron and Steel 
seller in Wall Street and the Cardinal in charge 


of administration in the Roman Catholic 


in India, ° 


Church all pursue the universally expressed ' 


functions of managers. But what a world of 
difference in the way they do it, both in aim 
and method! Only a deep empirical study 
could uncover the differences and similarities 

Actually we may have to be modest in ou 
expectations of organization theory, and @- 
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FOUNDATIONS OF ORGANIZATION THEORY 


apply to all types of organizations, but in- 
termediate guides that may be expected to 
work reasonably well in reasonably compar- 
able situations. What, then, is available to meet 
this more modest expectation ? 


THE COMPARATIVE APPROACH 


Some of the best answers may be derived 
from the comparative method of studying or- 
ganization, an approach which is concerned 
with the recognition and description of funda- 
mental similarity or essential likeness among 
diferent organizational structures. The collec- 
tion and analysis of similarities may yield 
general conclusions that can be applicable to 
other similar or comparable situations, as a 
means of predicting or explaining them. 

The value of the comparative method is that 
it attempts to delineate the area to which gen- 
eralizations apply and the circumstances under 
which they hold true. Rather than attempt a 
Copernican or Einsteinian approach that is all- 
embracing and explains all organizations in a 
few brief statements, the comparative method 
at its best is used to formulate generalizations 
on more limited organization problems, such 
as the impact of decentralization on adminis- 
trative expense, the consequences of “Caesar 
management” (one-man control) on the de- 
velopment of management potential, or the im- 
pact of an “egalitarian” or committee structure 
on top management effectiveness. 

The generalizations may be deductive (i.e., 
proceeding from hypotheses to test in actual 
situations), inductive (proceeding from ob- 
servations of specific events to generaliza- 
tions), or a combination of the two methods 
may be employed. The limited generalizations 
arrived at by either method are tested. In this 
way, it may be possible to arrive at guides that 
will make possible predictions, if only in very 
limited areas, provided the differences among 
the organizations compared are taken into ac- 
count and the necessary adaptations made. 


If comparative studies of organization are 
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to be useful, however, they must meet certain 
requirements. Among the more important of 
these requirements, and often easy to overlook, 
are the following: 

1. A Conceptual Framework. The researcher 
must select the variables to be observed in 
different situations. These variables may be of 
many different kinds. Organizations can be 
studied, for example, in terms of functions: 
what functions must be performed, and what 
authority and responsibility are necessary for 
the performance of them? Or classifications of 
other types might be considered, such as (a) 
the place where the work is done; (b) the time 
at which work is done; (c) the persons with 
whom work is done; (d) the things upon which 
work is done; and (e) the method or process 
by which work is done.’ For example, Profes- 
sor Sune Carlson conducted such an analysis 
of the working conditions and methods of 12 
chief executives of different companies, taking 
quantitative measurements and correlating re- 
sults in terms of work efficiency.* Or compari- 
sons might be made between different types of 
chief executives, through the use of a typology, 
such as Erich Fromm’s division of individuals 
into several types: receptive, hoarding, ex- 
ploitative, marketing, and productive.’ Study 
of chief executives on this basis might enable 
one, perhaps, to draw some inferences about 
the types of organization structure each is 
likely to head. Perhaps an exploitative chief 
executive might tend to mold the organization 
into an instrument designed to afford him 
maximum personal power; or the hoarding 
type of executive to produce a structure char- 
acterized by rigid orderliness. 

Finally, one might test a hypothesis, or 
series of hypotheses. For example, the hypoth- 
esis of the increasing shortness of the span of 





7 Chester I. Barnard, The Functions of the Executive 
(Cambridge: Harvard University Press, 1938), pp. 
127-132. 

*Sune Carlson, Executive Behavior (Stockholm: 
Strombergs, 1951). 

* Erich Fromm, Man for Himself (New York: Rine- 
hard & Co., 1947), pp. 50-117. 
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control as one goes up the managerial hier- 
archy might be tested in comparable situa- 
tions,’ though this may be a cumbersome and 
difficult job. 

2. Comparability. The description and an- 
alysis of the similarities of different systems 
take of the 


among them, for the latter may be so great as 


must also account differences 
to make comparison meaningless. 

Comparison will be of no value unless there 
is a fundamental similarity between the two 
objects to be compared. This is illustrated by 
the famous story of the union organizer who 
demanded that the company give a pay in- 
crease to pregnant women workers because 
other comparable companies were doing so. 
Negotiations were about to be broken off be- 
cause of the intransigence of both parties until 
someone analyzed the labor force and found 
there were only five women, all of whom were 
over 60. Hence we must carefully define the cir- 
cumstances with which we are dealing and 
clearly define the elements of difference and 
their approximate influence on results. 

3. Objectives. There is no way of evaluating 
the results of comparative work except in terms 
of the purpose or objective of the organization. 
It may be profit maximization, economizing, 
power, morale, happiness or a combination of 
these. It can probably be shown that those who 
know what they want to organize for are more 
successful than those who do not. 

Sometimes, however, those who are ex- 
plicitly successful in achieving what they set 
out to do are criticized by others who, without 
saying so, are actually assuming goals for or- 
ganization quite different from those the or- 
ganizer had in mind. 

Some organization “engineers” are apt to 
assume that good-looking organization charts 
are ends in themselves, that their job is done 
when the organization boxes look symmetrical 
or fit into a pyramid or look “flat” and so 


forth, that deviation from their “symmetry” 


” Ernest Dale (see note 4), pp. 56-60. 





is heresy. Again, some organization studies 
from the “human relations” point of view (im. 
pact of organization on people) have been criti. 
cal of formal organization theory and structure 
because of the inhibition, unhappiness, frustra. 
tion which they have observed in individuals 
working within such a structure. These crities 
often fail to take into account that organiza. 
tions may have goals other than that of good 
“human relations.” 

4. Validity. The comparisons made and the 
conclusions drawn must be valid. They should 
be applicable on the assumptions made and 
under the conditions postulated. There is noth- 
ing wrong if these are restrictive or if initial 


results are inconclusive because the data are 





inadequate—provided this is clearly stated, 
For as descriptions and analyses are refined 
and carried further, as data increase and im. 
prove, the implications or tendencies may be. 
come widely applicable or be revised. 
These, then, are among the prerequisites for 
useful comparison of organization structures 
and provide a framework for testing theory 
and tentative generalizations which may ex- 
plain why organizations behave the way they 


do, perhaps predict or delimit the way in which 


they will behave. In this way one may leam 


the lessons of experience without the large cost 
of undergoing it. And the comparative method 
is of practical value in describing what a par- 
ticular organization does. 

The comparative approach can be applied to 
studies of institutions, functions, and ideol- 
ogies. An example of its application to a 
human institution would be a study which 
analyzed different phases of the organization 
of the same company either historically or 
simultaneously. Or the organization of differ. 
ent companies with similar products or activ: 
ities could be analyzed for similarities and 
differences. An inter-industry study could also 
be made (although it would be much more 
difficult) in which different companies in dif 


ferent industries were compared, And, finally, 
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most difficult of all would be to compare ways 
of organizing activities in altogether different 
felds, among which there would be an even 
wider diversity of objective—business, mili- 
tary, government, church, etc. 

Another type of comparison of value and 
importance would be among the organization 
of different functions of the same or different 
undertakings—forecasting, planning, staffing, 
directing, coordinating, controlling, communi- 
cating, etc. 

And finally, the organization ideologies or 
systems of thought of different countries and 
different thinkers can be compared. 


EXAMPLES OF 
COMPARATIVE APPROACH 


We find examples of the comparative method 
of studying organization wherever men have 
analyzed how the challenge of organizing co- 
operative effort may be met. The ancient re- 
ligious works, sagas, stories and histories are 


full of such analyses. 


Ibn Khaldtin 


One of the first systematic expositions of the 
comparative method for the purpose of study- 
ing organizations and drawing conclusions 
about them was conceived brilliantly (and per- 
haps is applicable still) by the Arab historian 
Ibn Khaldin, advisor on organization and 
political action to kings and caliphs in North 
Africa and Spain during the fourteenth cen- 
tury. Khaldin ran into the usual vicissitudes 
encountered by consultants—he was ousted by 
rival consultants, and he worked for rulers who 
did not appreciate his sage counsel (one of 
them had his own head chopped off because 
he did not heed Khaldin’s predictions). 
Khaldin con- 
queror Tamerlane and kept him at bay. Then 
he retired and put down in writing his experi- 
ence and his reflections on the body of the 


then existing literature, the works not only of 


instructed the feared Asian 


the Arab writers, but also of the Greek 
philosophers." 

Ibn Khaldan felt that an understanding of 
organization must proceed from external data, 
transmitted from the past or personal experi- 
ence, to the explanatory or demonstrable 
knowledge of their cause and nature. Accord- 
ing to Ibn Khaldin, organization can help to 
produce a rational regime which works for the 
common good or one that works for the selfish 
goals of its chief. To find the most suitable or- 
ganization, he believed, one has to proceed 
from the known (that is, self-evident or demon- 
strable truth) toward the unknown. Such 
knowledge would at first be purely practical 
and based on experience, acquired through re- 
peated trial and error and long practice during 
which men would find out the right way of do- 
ing things—whether of producing goods or of 
ordering their political and social relations— 
and the wrong ways that should be avoided. 

Methods of improving organization, he said, 
can be studied through “the science of culture” 
which examines different types of society in 
order to ascertain historical events and rectify 
historical reports. Studying the organizations 
of different societies he found that “the final 
cause is different from the formal cause” (e.g., 
informal from formal, actual from propagated, 
deed from word). Substantial errors tend to 
creep into historical accounts of changes in 
societies or organizations, because of such 
things as partisanship, over-confidence in 
sources, failure to understand the intention of 
reports, unfounded credulousness, failure to 
understand events in their proper contexts and 
interest in gaining favor with the powerful and 
influential. 

Once the facts about a society or an organi- 
zation are ascertained comparison can begin. 

"Tbn Khaldan, The Mugaddimah (New York: 
Pantheon Books, 1958), 3 vols.; H. Trevor-Roper, “Ibn 
Khaldin and the Decline of Barbary,” Historical 
Essays (London: Macmillan, 1957); Walter J. 


Fischel, Jbn Khaldtin and Tamerlane (Berkeley: Uni- 
versity of California Press, 1952). 
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Ibn Khaldin advocated the most nearly perfect 
society or organization as a yardstick for com- 
parison with other societies and organizations. 
And he undertook numerous studies toward 
that end. He tried to arrive at “principles” 
with the help of “rationally demonstrated” 
sciences, like psychology, geography and 
climatology. 

He concluded that one must study growth 
in organization and that in this way its future 
course can be predicted. Like natural organ- 
isms, an organization has a beginning, and it 
grows and develops and comes to an end. It 
reaches an optimum point and a natural limit 
beyond which it cannot develop. 

“As the prophet dies and the generation 
which had known him and was directly in- 
fluenced by him passes away the miracles 
are forgotten and the impact of the extraor- 
dinary feats starts to decline... once the 
inner impulse vanishes... dynamic reality 
ceases to exist... the regime is bound to de- 
generate into natural rule serving the lower 
impulses of whoever happens to be the 


stronger.” ” 


But according to Khaldin, predicting the 
future course of organization is difficult be- 
cause of the multiplicity of causes and because 
of chance and fortune, which are really only 


names given to hidden causes. 


Henry Varnum Poor 


One of the first American examples of com- 
parative organization analysis is that of the 
railroads by Henry Varnum Poor. Poor was 
editor of the American Railroad Journal from 
1849 to 1862 and collaborated with Daniel C. 
McCallum, superintendent of the Erie Railroad 
from 1854 to 1857. 

As explained by A. D. Chandler,” the rail- 

* Muhsin Mahdi, Ibn Khaldiin’s Philosophy of His- 
tory: A Study in the Philosophic Foundation of the 
Science of Culture (London: George Allen and Unwin 
Ltd., 1957), p. 268. 


7A. D. Chandler, “Henry Varnum Poor, Philoso- 
pher of Management,” Men in Business; Essays in the 





roads, which were expanding rapidly in the 
mid-19th century, were the first business op. 
ganizations to find that operations on a large 
scale posed problems different not only in de. 
gree, but in kind, from those encountered jp 
smaller enterprises. The principal problem, 
Poor and McCallum agreed, was that on a rail. 
road 500 miles in length some sort of system 
must replace the personal attention a superin. 
tendent could give to a small road 50 or 60 
miles in length. “We believe that the science of 
management is the most important in its bear. 
ings upon the success of the American rail. 
roads—that it includes facts and principles 
which are deserving of a full statement and 
elaborate discussion,” Poor wrote in the Amer. 
ican Railroad Journal. And he identified three 


‘ 


principles, which he called “organization,” 
“communication,” and “information,” point. 
ing out that organization—or the careful divi- 
sion of work—was the most fundamental of 
all. The system should be designed, he said, to 
insure that each man’s time was fully utilized 
and the railroad’s capital equipment kept in 
service as much of the time as possible. “Com- 
munication” was defined as a reporting system 
that would keep management informed of the 
way in which operations were proceeding, and 
“information” as the knowledge which analy- 
ses of the reports would provide on possible 
methods of improving operations. 

Poor and McCallum were close personal 
friends, and as superintendent of the Erie, Me- 
Callum was in a position to put Poor’s ideas, 
which were drawn from his own experience, 
into full effect. He was, perhaps, the first man 
in American business to draw up an organiza- 
tion chart. This he constructed in the form of 
a tree with the president and the board of di- 
rectors as the roots, the five operating divi- 
sions and the service departments as branches, 


the subordinate superintendents and employees 


History of Entrepreneurship, ed. William Miller 
(Cambridge: Harvard University Press, 1952). 
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as the leaves. He provided for “communica- 
tion” by instituting a system of daily reports 
from conductors, engineers, and station agents, 
from which monthly reports were compiled by 
division superintendents and analyzed to pro- 
yide “information” as Poor had defined it. 

McCallum also laid down the duties and 
powers of the various positions and deter- 
mined their grades, which in turn determined 
the salary levels. And he set forth the so-called 
“scalar principle,” or need to follow the chain 
of command, by prescribing that subordinates 
could communicate with the top executives 
only through their immediate superiors. He 
also developed the “principle” of “unity of 
command” by insisting that “all subordinates 
shall be accountable to and be directed by their 
own immediate superior only; an obedience 
that cannot be enforced where the foreman in 
immediate charge is interfered with by a supe- 
rior officer giving orders directly to his sub- 
ordinates.” * 

McCallum’s system did improve efficiency 
remarkably. It eliminated duplication of work 
and made it possible to cut down the number 
of employees. Systematization also made pos- 
sible a considerable reduction in the number 
of engines lying idle. 

There were, however, some offsetting difh- 
culties. The subordinate managers and em- 
ployees found the system restrictive and the 
Erie suffered more from strikes than other 
roads. This led Poor to consider the possible 
ill-effects of too much routine and to urge 
greater flexibility. He also concluded that part 
of the difficulty stemmed from the fact that the 
higher executives were ill-informed about the 
jobs lower down and unacquainted with the 
actual operating techniques. 

Carrying these ideas even further, he sug- 
gested a revolutionary change in organization. 
Since the stockholders and their representa- 
tives, the directors, had neither the time to 
acquire the necessary technical knowledge, nor 


“A. D. Chandler (see note 13), p. 262 


~. 


any interest in acquiring it, he suggested that 
the owners lease the roads to technically com- 
petent managers for a fixed rent and allow the 
resulting gain or loss to accrue to management. 
He also favored publication of complete finan- 
cial data, similar to that later required by the 
Interstate Commerce Commission and the Se- 
curities Exchange Commission. 

The railroads, however, were governed by 
financiers who were not disposed to issue re- 
vealing financial statements. McCallum was 
forced to resign in 1857. 


Harrington Emerson 


Another contributor to the comparative 
study of organization also drew on railroad 
experience. He was Harrington Emerson, who 
was active some fifty years ago. Like Poor, he 
was an erudite and scholarly man who wrote 
widely and had much influence. He was inde- 
pendent of the scientific management move- 
ment, but had done extensive work on rail- 
roads as an efficiency engineer, and his testi- 
mony in the Eastern Railroad case to the effect 
that the roads could save “a million dollars a 
day” made him nationally known. 

His important contribution to organization 
arose in part from his studies in Germany, 
where he was greatly impressed with the Ger- 
man general staff’s planning of the successful 
campaigns of 1866 and 1870-71. In his book 
on efficiency,” he concluded that: 


“It is Von Moltke’s greatest claim to fame 
that he perceived the deficiency of line or- 
ganization in the army and supplemented it 
with the general staff which made the Prus- 
sian army the marvelously supreme organi- 
zation it became shortly after 1860. The 
theory of a general staff is that each topic 
that may be of use to an army shall be 


“ Harrington Emerson, Efficiency as a Basis for 
Operation and Wages, 4th Edition (New York: The 
Engineering Magazine Co., 1919), Chapters III and 
IV; see also his Chapter XVI of The Twelve Principles 
of Efficiency (New York: The Engineering Magazine 
Co, 1S}. 
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studied to perfection by a separate special- 
ist, and that the combined wisdom of those 
specialists shall emanate from a supreme 


staff” (Efficiency, pp. 59-60). 


But Emerson admitted immediately the need 
for adaptation of military general staff to the 
differing needs and circumstances of other ac- 
tivities: 

“Yet even Von Moltke’s marvellous com- 
bination of old line and modern staff could 
not be adapted without change to railroad 
or manufacturing activities. Its deficiency 
lies in the fact that the members of the line, 
who are many, are excluded from intimate 
relations with the staff, which is numerically 
so weak....In the last analysis the man in 
the line, the man down at the bottom of the 
line, meets with the difficulties, and he is the 
one who most needs staff assistance for his 


special case” (pp. 63-64). 


In addition to this special staff assistance, 
Emerson observed from his many studies of 
the military, the railroads, and manufacturing 
the need for coordination of these staffs: 

“Modern organizations are defective be- 
cause they individualize instead of general- 
ize their staffs. The president of a railroad 
or of a manufacturing plant apportions du- 
ties among several vice presidents, each of 
whom takes up a line of duties. This is neces- 
sary, but in the old days in the palace of 

Pharaoh it is not stated that the chief butler 

organized a staff with a head baker, or that 

the head baker organized a staff with a head 
butler. Each vice president, of course, re- 
quires a staff of his own for his special line 
of duties, but there are general needs which 
are the very fundamentals of strong organi- 
zation, and these needs should be under gen- 
eral staff officers, all of whose aggregated 
wisdom should be available to guide, not 
only the president and vice-president, but 
also each subordinate official down to the 


lowest man on the line. Because there is no 
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general staff of this kind, each official down 
to the worker attempts, more or less awk. 
wardly, to create his own general, as well ag 
his particular staff....One of the defects 
of this kind of organization is that the staffs 
of the different officials are not correlated” 
(pp. 64-66). 


At a later point Emerson compared the main. 
tenance expenses of two railroads, one with 
staff assistance, the other without it. He found 
that the costs of the former were less than 50 
per cent of those of the latter and the staff 
costs were only $10,000 on total outlays of 
$305,000. 


Elton Mayo 


Then in our own day, Elton Mayo’s influence 
on organization through his famous Haw. 
thorne Studies has spread as far as Ibn Khal- 
din’s did earlier. Like Ibn Khaldtin’s, Mayo’s 
theories were comparative in origin. It was 
experience which disproved one hypothesis 
after another. (Mayo’s typology of experimen. 
tation had been initiated by Max Weber ina 
textile factory before World War I.) The final 
conclusion was unexpected and profound in 
its impact. All the changes deliberately intro- 
duced to influence the output of a group of 
girls were as nothing to the spontaneity of co- 
operation of a group working informally to- 
gether, a group completely changed in its atti- 
tude toward work when its members ceased to 
be separate cogs in a machine. Like Ibn Khal- 
dan, Mayo emphasized the primacy of the 
social function, the relationship of rulers or 
managers as one to groups rather than to indi- 
viduals, the need for recognition, security and 
a sense of belonging as more important in de- 
termining morale than physical conditions of 
work. 

Mayo’s researches remain revolutionary and 
are extremely important to the study of or 
ganization. His findings are well known, and 
have been tested many times by different in- 


vestigators, in different countries. His method 
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was, as he described it, “knowledge-of-acquain- 
tance,” based on direct experience, rather than 
“knowledge-about,” based on reflection and ab- 
stract thinking. But even though he seemed to 
deny it, he did have a frame of reference. It 
ishis omission to state it and his implied values 
or objectives that make him subject to criti- 
cism. For, to summarize very roughly, Mayo 
preferred the non-economic to the economic 
values, he preferred to work in an atmosphere 
of peace rather than disagreement—even if 
this was peaceful disagreement. He seemed to 
be concerned with maintaining and strength- 
ening the role of entrenched management as a 
more or less unassailable elite. Beyond that he 
largely ignored the role of higher management, 
disdaining its formal relationships and omit- 


ting its informal aspects. 


Elliott Jacques 

These omissions and others were remedied 
to some extent by Chester I. Barnard in his 
Functions of the Executive, Herbert A. Simon 
in his Administrative Behavior, Kenneth E. 
Boulding in The Organizational Revolution, all 
considerable contributions to organization. 
But they were based largely on “knowledge- 
about” rather than on the direct experience 
which Mayo advocated. That gap was filled 
for the first time—and very helpfully to man- 
agement—by a rather neglected British group 
of medical psychologists and analysts under 
the leadership of the medical psychologist, Dr. 
Elliott Jacques.” 

Curiously enough, his book has not been 
given much attention in the United States. Yet 
itis based on a profound understanding of the 
technological problems of the organization of 
the Glacier Metal Company and the splits pro- 
duced by changes in technique, size, personal- 
ity, and specialization. The analysis is con- 
ducted partly in terms of individual and group 
psychoanalytic theory, within a sociological 


(Parsonian) framework. Solutions are based 


“Elliott Jacques, The Changing Culture of a Fac- 
tory (London: Tavistock Publications, Ltd., 1951). 
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in part on past historical experience and a 
comparison of what executives say and do and 
of outward manifestations with unconscious 
springs of action, as well as on a systematiza- 
tion of formal corporate policy and organiza- 
tion structure. 

Elliott Jacques’ follow-up work on Measure- 
ment of Responsibility” similarly avoids the 
usual pitfalls both of mechanistic (and hence 
supposedly scientific) systems and the effusion 
of good will. It approaches organization di- 
rectly, in terms most likely to be operational 
for all parties concerned. Briefly, Jacques rec- 
ommends that the level of pay and hence the 
organizational level of an executive be deter- 
mined by the length of intervals during which 
he is free to act, i.e., does not have to check 
with his superior. This system of salary ad- 
ministration appears to minimize the uncon- 
scious resentment aroused by the lack of equity 
and measurability of other approaches. It 
therefore goes to the real rather than the super- 
ficial root of some problems of orgaaizational 
and economic relationships. 


London School of Economics: 


Business Enterprise 


The most powerful support for the compara- 
tive approach has recently come from the 
study, Business Enterprise,” itself an example 
of the comparative approach. This is probably 
the most thorough study of business organiza- 
tion so far made. It is based on over ten years’ 
work, and partly on evening seminars on prob- 
lems in industrial administration held at the 
London School of Economics. The seminars 
included among their members top thinkers 
on organization—university professors, post- 
graduate students, businessmen and govern- 
ment officials. Their backgrounds ranged from 
science and technology to accounting, econom- 
ics, law, marketing and personnel, from small 
to the largest international companies. Some 
8 Elliott Jacques, Measurement of Responsibility 
(London: Tavistock Publications, Ltd., 1956). 


“R. S. Edwards and H. Townsend, Business Enter- 
prise (London: Macmillan, 1958). 
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200 papers reviewing the development and or- 
ganization of particular firms or groups of 
firms were analyzed. 

After a tremendously detailed and thorough 
analysis, the authors conclude that there are 
no universal patterns of organization (see for 
a similar conclusion R. V. Clements’ thorough 
study The Managers, London: 1958, especially 
p. 159) and 

“...that the existing state of the literature 
that the 
answers are just around the corner. We know 


gives little reason for thinking 


of no ‘principles of industrial organization’ 
that are both right and useful... there will 
be many points of similarity [among busi- 
ness problems] and it is possible to learn 
. [this book 


is designed] to be helpful in making firms 


from the experience of others . . 


aware that there are many ways of doing 
things and that their own choice may not 
necessarily be the best” (Business Enter- 
prise, pp. 574-575). 
As one of the many examples cited, the authors 
show how two groups of outstanding writers 
on and practitioners of organization arrived 
at diametrically opposite conclusions on the 
problem of balance between centralization and 
decentralization as applied to the coal and 
electricity industries. 

“That they weighed the gains and prob- 
lems [of bigness] differently merely illus- 
trates the very great difficulty of reaching 
final conclusions on organizational questions 
(p. 504) .. 


should make them [firms] aware of dangers 


[Organizational _ studies ] 
not immediately apparent in their own 
course of action, but which could be seen 
lurking in the background if similar deci- 
sions taken by others in the past were 
studied....The usefulness of professional 
accountants, lawyers, and industrial consult- 
ants to their clients [must surely be largely 
based] on their background of accumulated 
experience” (p. 575). 

The weakness of the comparative organizers 
is, of course, that they tend to assume that 


their successful experience in one type of ae. 
tivity over a certain period of time will con. 
tinue to be applicable to it as well as to other 
activities or companies—in other words, they 
tend to become universalists. This weakness of 
comparative organization can be overcome 
only by refining the canons of experience, test. 


ing them and stating the conditions under 


which they may hold. To some extent this | 


condition has been met by the safeguards and 
limits of application of the comparative 


method which the comparative organizers set | 


themselves. 


The Great Organizers 


Examining what has been done in cases 
where organizers have achieved outstanding 
success is another example of the comparative 
approach. I have attempted to study the effects 
of changes in organization structure introduced 
by successful practitioners in several large 
companies.” Limitations of space permit only 
brief reference to this study here, and the 
mention of some tentative generalizations, 
which are idustrative of the type of conclusion 
that may be arrived at from comparative 
studies. 

Frequently, great organizers have developed 
their ideas in response to a specific challenge. 
In a number of instances they have taken over 
organizations at a time when one-man control 
had ceased to be adequate. Either the founder. 
genius of the organization had passed away, 


and it was necessary to make systematic or- 


ganization serve as a substitute for genius, or | 


the tasks had grown beyond the capacity of the 


genius to meet them. 


Some of the generalizations that may be 


drawn from a study of the work of some of 
these men may be stated in the form of a de: 


scription of their approach: 


1. They had definite objectives which were | 


subject to rough measurement. They were 


The contributions of some of the practitioners of 
organization are described in my forthcoming The 
Great Organizers (New York: McGraw-Hill Publish 
ing Co.). 
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ysually highly rational in that they had clear- 
cut goals and ordered their resources so as to 
be able to reach their objectives within the 
framework of the law and existing social, hu- 
man and public conventions. 

2. They did not regard the division of work 
and work assignment as an a priori matter, but 
rather as dependent on their particular objec- 
tives. For them, organization was like a road 
to the market, or one tool with which to build. 

3. They treated organization as an art rather 
than as a science. True, they tended to classify 
types of work developed and to postulate hy- 
potheses or “criteria” of organization. But 
their classifications and hypotheses were based 
on the technology of the industry, on the en- 
vironment of the company and especially on 
the changing personalities of top management. 
Their hypotheses are approximations and 
guides, applied with flexibility, rather than 
universal principles enforced regardless of cir- 
cumstances and objectives. They are frame- 
works designed to meet change and were in 
practice continually modified by the over- 
whelming factors of chance and uncertainty, 
often resolved by intuition—and to that extent 
unpredictable. 

The practitioners may have combined or- 
ganization theory and practice at their best if 
we judge them by how nearly their organiza- 
tions met the objectives they set. If they aimed 
at a maximum rate of return on investment, 
then we should evaluate their organization 
structures in that light. Such a comparison 
might be made on a “before” and “after” basis, 
ie., profitability before and after a change in 
organization. Or a comparison might be made 
with comparable companies. It is quite con- 
ceivable, though not necessarily so, that they 
might not score the highest marks on morale 
or community relations. But then criticism on 
these grounds should be leveled against the 
goals they set rather than against the organi- 
zations they designed to achieve these goals. 

The great organizers devised some “princi- 


” . . . - . 
ples,” or rather guiding criteria, of their own. 
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(It should be noted that these were conceived 
and applied mostly “without benefit of clergy,” 
that is without reference to a great book on 
organization or the influence of a “guru” or 
crusading missionary.) These principles were 
developed through the challenge of specific 
problems and possibly are not applicable be- 
yond them. True, some of the criteria, such as 
the limited span of control, were similar to 
those of other writers (though conceived inde- 
pendently), yet within the broad limits of the 
declining efficiency of a fixed quantity of man- 
agement, they were not too strictly applied. 
Some of these are: 


® Profitable control may be achieved by re- 
sponsibility accounting—linking organization 
structure to planned rate of return on invest- 
ment and controllable expenses, resulting in a 
high degree of correlation between effort and 


results (Donaldson Brown at du Pont and 


GM). 


® Decentralization of operations and coor- 
dination of control—organizing different ac- 
tivities to operate as separate groups with a 
minimum of conflict toward common ends (du 
Pont, GM)—may provide a means of utilizing 
the advantages of both large-scale and small- 


scale enterprise. 


® Substitution of control by a group for 
one-man control works best when members of 
the group have homogeneity of outlook, egali- 
tarian status and heterogeneity of ability (du 


Pont and GM). 

® Organization of “rebuttal power” through 
substantial minority stockholders can act as a 
valuable check on absolute power and ingrown 
management and a means of developing free- 
dom of expression, which can lead to better 
decision-making (GM). 

® It is possible to develop a “lifetime plan” 
embodying a regular and profitable rate of ex- 
pansion (Weir at National Steel), over a long 
period of time. 


® When a company changes over from a 
centralized to a decentralized organization 
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run results are likely to differ (Westinghouse) : 

a. The immediate impact tends to be an 
increase in profitability. 

b. The short-run impact may be expected 
to be an increase in administrative ex- 
pense that will more than offset the 
gains. 

c. The long-run impact, however, will tend 
to be an increase in profitability that 


will more than offset the increased costs. 


In sum, in response to specific challenges 
the great organizers have attempted to develop 
their own generalizations in vital areas. They 
have tested and modified them according to 
subsequent events in companies which have 
become an example to future managers at least 
in the same industry and now increasingly be- 
yond. The great organizers claim some pre- 
dictability for their “principles,” but on the 
whole their claims have been modest and they 
have at least attempted some verification. They 
may lay claim to having reduced somewhat the 


areas of hunch and intuition. 


CONCLUSION 


It would be, of course, extremely convenient 
if universally applicable principles of organi- 
zation could be discovered that could be ap- 
plied like a formula to all organizations, or 
even to all business organizations. But my 
hope for such principles so far is dim, for a 
principle broad enough to cover all types of 
situations is necessarily so broad as to tell us 
little we did not know before. And if it is made 
definite—like the span of control—its validity 
may be questioned in the light of the fact that 
many successful organizers ignore it.” There 
is no way of knowing whether they are success- 
ful in spite of or because of this, or whether 
the principle is simply irrelevant, at least up 


to a point. The comparative approach seems 


”A study by the author of 100 large companies 
(over 5,000 employees), many of them leaders in their 
fields, found that the median number of executives 
reporting to company presidents was eight, and in 
some there were as many as 20 or more. (Reference in 
note 6.) 





to me to be the most helpful to those who must 
meet organization problems here and now, 

If the comparative approach, as exemplified 
by the kinds of studies described in this paper, 
is accepted for the purpose of evaluating dif. 
ferent organization structures in terms of their 
objectives, it should be fruitful to analyze 
many different structures. But this is a task in 
which the contributions of many are required, 
To study and evaluate even one organization 
structure is an extremely complex task because 
of the many factors involved and because a 
large number of years of operation must be 
studied in order to arrive at a tenable conclu. 
sion. For changes may work out extremely 
well (or badly) to start with and show quite 
different results as the adjustments are made, 
In making organization changes, it is the long. 
run that counts. 

This is not to belittle the work of the univer- 
salists or their critics. It is rather a plea to go 
beyond them. There is no doubt that the uni- 
versalists have made important contributions, 
and some of them are outstanding men. Indeed, 
their contributions may have played a limited 
role in the work of the great organizers. They 
have drawn attention to basic issues in organi- 
zation. They have given us a vocabulary of 
organization which is useful in classifying the 
problems of practical affairs. Yet they have 
provided a field day for their critics because 
they have largely failed to test and refine their 
“principles,” because they have claimed too 
much and are unable or unwilling to deal with 
all important areas of organization. 

In summary then, we may conclude that “in 


spite of a general pattern, we find differences 


o, we find 


and in spite of differences in setting, 


? 


similarities” in organizations. By using the 
comparative approach we may be unable to 
build up immediately a theory which is uni- 
versally applicable, but possibly we can build 
up parts of a theory which are immediately use- 
ful and ultimately may become universally 


valid. 
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RICHARD MATTESSICH 


Accounting Reconsidered 


Serious students of accounting will be interested in this dis- 
cussion of recent trends which the author sees as pointing to a 
new “‘border discipline.” 


To “reconsider” a subject suggests some dis- 
satisfaction with its present state—in this in- 
stance, a dissatisfaction with the state of ac- 
counting which I share with many academic 
accountants and with even more colleagues 
from other branches of business administra- 
tion and economics. But the reconsideration 
made in this article is not an “agonizing re- 
appraisal,” for recent developments evident in 
the literature indicate a growing awareness of 
new directions for accountancy, new directions 
upon which I shall elaborate. 

Whether we regard accountancy as a part of 
economics or of business administration, or as 
a separate field altogether seems to me irrele- 
vant as long as the borderlines we set for it are 
flexible enough to allow space for new achieve- 
ments, new methods, and new tools of research; 
for all our classifications have only a prelimi- 
nary character. Recent decades have tested 
many a discipline in this regard. Border-areas 
such as those between chemistry and physics, 
between biology and chemistry, between as- 
tronomy and physics, etc., have moved more 
and more into the foreground and can assert 
themselves as independent disciplines, as nu- 
clear-physics, bio-chemistry, radio-astronomy, 
and so on. This general trend toward further 
diversification of various sciences into new 
border disciplines is, however, accompanied 
by another, even more important aspect: the 
close cooperation between fields which were 


Od 





rigorously separated before. This characteristic 
of the physical sciences seems to manifest it- 
self also in the economic sciences. 

If we look around in the pertinent literature 
we find controversies and tensions the world 
over between the traditional accountant and 
the economist. This state of affairs is probably 
due to a disregard of the tendency just men- 
tioned, for there is indeed also in our field a 
strong undertow toward the formation of a 
new border discipline. 

I owe you now some evidence for two asser- 
tions, first, that the controversies mentioned 
do exist and, second, that the march towards 
a new accounto-economic border discipline has 
already been started. 

Among the more notable controversies has 
been that between the two distinguished Co- 
lumbia University men, Professor Dohr and 
Professor Dean.’ It reflected the feud between 
the traditional accountant who shows great 
self-satisfaction with and pride in present-day 
accounting and the business economist who 
criticizes it, who wants to remodel accounting 
data for managerial purposes, who wants to 
economize and mathematize this discipline. 
The interesting thing, however, is that in Ger- 
many around the same time, but quite inde- 
‘ James o. Dohr, “What They (Economists) Say 
About Us (Accountants),” The Journal of Account- 
ancy, August 1953, pp. 167-175. And Joel Dean, 


Vanagerial Economics (New York: Prentice Hall, 
1951). 
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structure, the immediate, short-run, and long- 
pendently, a similar controversy was raging 
between traditional-minded industrial manage- 
ment and a more progressive group. “Raging” 
because, if the Germans start a conflict over 
scholarly methods—and apparently they like 
to do it once in a while, then it becomes much 
fiercer than the worst scholarly debate on this 
continent could ever be. This particular quarrel 
is nowadays well known in Central-European 
circles of business administration as_ the 
betriebswirtschaftliche Methodenstreit.. From 
such events one can obviously draw some con- 
clusions on the trends of the business-economic 
thinking of our time. That they reflect the nat- 
ural reaction of the older generation against 
modern approaches seems to be confirmed by 
the fact that, in this country as well as abroad, 
the proponents of the progressive ideas grow 
in number while the voices of the reactionaries 
are changing to a diminuendo. 

It is surely superfluous to list all the objec- 
tions made against traditional accounting. It 
is more to the point to review that part of the 
literature which indicates the emergence of a 
“universal science of accounting,” that is, an 
accountancy which is concerned not only with 
business accounting but with all existing and 
imaginable systems of micro- and macro- 
accounting. 

The term social or national accounting, 
which has been in use for several decades in 
English, indicates the recognition that this area 
of economics is actually a kind of accounting. 
And indeed its task is “the measurement and 
conceptual reproduction of value flows,” which 
to my mind is the criterion needed to classify 
a subdiscipline as accounting. Hence social 
accounting is distinct from business and other 


micro-accounting systems only by a higher de- 


*Erich Gutenberg, Grundlagen der Betriebswirt- 
schaftslehre (Berlin: Vol. I, 1951; Vol. II, 1955). And 
K. Mellerowicz, “Eine neue Richtung in der Betrieb- 
swirtschaftslehre?” Zeitschrift fiir Betriebswirtschafts- 
lehre, 1952, XXII, 145-161; E. Gutenberg, “Zum 
Methodenstreit,” Zeitschrift fiir handelswissenschaft- 
liche Forschung, V, 327-355. 





gree of aggregation and a somewhat different 
technique in collecting and processing data, 
If, however, traditional accountants point out 
that in this latter difference lies the proof that 
social accounting is no accounting at all, they 
can define accounting only as a technique, If 
this is their idea of accounting, it would be 
advisable to remove them and their subject 
from the universities. The question, therefore, 
is whether accountancy as a scientific disci- 
pline does exist at all. 

Just as a man does not consist of the bony 
skeleton alone but uses it only to hang on and 
over it all the intestines, glands, veins, nerves, 
muscles, the skin, the hair, etc., so the ac. 
countant uses the technical structure of his 
discipline only as a skeleton on which to drape 
a lot of interesting and worthwhile thoughts, 
But despite the many scientific facets of ac. 
counting, it often appears to us as a kind of 
alchemy; an alchemy which is, however, in the 
stage of becoming a chemistry. 

Every scientific discipline is the result of a 
process of abstraction. Although this process 
has been carried out in accounting to some 
extent, I think its potential of generalization 
has not yet been exhausted. To illustrate the 
meaning of this assertion: A study of the his- 
tory of thought shows conspicuously an ever- 
increasing trend toward abstraction or gen- 
eralization. Man started to use the term “apple” 
not only for a particular apple but for all 
members of its kind. He then used the number 
2” not only to designate a pair of apples but 
also a couple of pears, of oranges, of bananas, 
etc. This trend toward higher levels of abstrac- 
tion continued. One of the examples best 
known to us is algebra, in which we attain gen- 
eralization by representing unspecified digits 
through letters. A more recent achievement in 
this process is Group Theory in which not only 
variables are being abstracted but even the 
operations between them. But where is there 
now a possibility of further generalization in 


accounting ? 
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[f there exist various accounting systems for 
entirely different purposes, then surely further 
abstraction can be attained by extracting the 
common features from these systems. And in- 
deed there is an increasing urgency also in our 
field to follow Galileo’s quest: “To measure 
everything which is measurable and to attempt 
to make measurable that which is not yet so.” 
For centuries we have been measuring eco- 
nomic transactions within our enterprises. 
Nowadays we also measure transactions and 
their aggregates within our economy which 
lead to value-creation, to savings and invest- 
ment activity; we measure the monetary flows 
between various sectors of our economy; we 
measure (quite independently) the commodity 
transactions between one industry and an- 
other; we measure the commodity and service 
flows as well as the purely financial transac- 
tions between different countries. We have even 
started to measure such economic transactions 
within one city (e.g., for the city of Amsterdam 
and for the city of Trieste) * and few economists 
doubt that this need for measuring past, pres- 
ent, and future economic flows will grow pro- 
gressively with increased complexity of our 
economic structure. 

What steps have been undertaken so far to 
approach this common basis underlying all 
flow systems? The literature of various coun- 
tries gives evidence that some interest exists 
in such studies, and one feels, more or less 
subconsciously, the gravity of a hidden treas- 
ure. If one goes, for instance, through F. Sewell 
Bray’s writings,“ one discovers soon a red 
thread of mutual relations between micro- and 
macro-accounting. This author offers many 

*P. de Wolff and P. E. Venenkamp, “On a System of 
Regional Social Accounts for the City of Amsterdam,” 
Study No. 68 of the Municipal Office of Statistics of 
the City of Amsterdam, 1954, p. 15. M. Resta, “Il 
bilancio dell’ economia della regione triestina,” 
Bancaria, May 1955, pp. 512-522. 

‘F. Sewell Bray, Social Accounting and the Busi- 
ness Enterprise Sector of the National Economy (Cam- 
bridge: Cambridge University Press, 1949), p. 100; 
Four Essays in Accounting Theory (London: Oxford 
University Press, 1953), p. 94; and The Interpretation 


of Accounts (London: Oxford University Press, 1957), 
p. 215. 
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stimulating ideas, but their presentation is un- 
systematic. A much more constructive contri- 
bution we find in J. Powelson’s textbook, Eco- 
nomic Accounting.’ This book is based on the 
idea that micro- and macro-accounting have 
the same technical principles in common, and 
assays to teach, to the beginner, business ac- 
counting and national income accounting si- 
multaneously. This aim he achieves very well 
indeed. 

We also encounter a series of articles whose 
titles themselves betray the common goal: “So- 
cial Accounting: An Invitation to the Account- 
ing Profession,” “Accounting Entries and Na- 
tional Accounts,” “Use of Double-Entry Ac- 
counting in National Income Accounting.” 
These articles discuss some aspects of our prob- 
lem without any intention to offer an over-all 
picture or a common basis. 

In addition, we find literature which touches 
this topic occasionally without being exclu- 
sively concerned with it. I consider the best 
among this kind John Wheeler’s “Economics 
and Accounting,” a contribution to Backer’s 
Handbook of Modern Accounting Theory.’ It 
is encouraging also to notice attempts in this 
direction in foreign countries, for example, Les 
fondements comptables de la macro-economie, 
a stimulating book by M. Allais,” and several 
articles in French and Spanish: “Comptes de 
l’entreprise et comptes de la nation,” “Con- 


°J. Powelson, Economic Accounting (New York: 
McGraw-Hill, 1955), p. 500. 

°W. W. Cooper, “Social Accounting: An Invitation 
to the Accounting Profession,” Accounting Review, 
July 1949, pp. 233-254. 

7 Paul Kircher, “Accounting Entries and National 
Accounts,” Accounting Review, April 1953, pp. 191- 
199. 

*Raymond Nassimbene, “Use of Double-Entry Ac- 
counting in National Income Accounting,” Accounting 
Review, January 1954, pp. 74-83. 

*John T. Wheeler, “Economics and Accounting,” 
Handbook of Modern Accounting Theory, ed. M. 
Backer (New York: Prentice Hall, 1955), pp. 43-76. 

*°M. Allais, Les fondements comptables de la macro- 
economie (Paris: Presses Universitaires de France, 
1954), p. 91. 

"Henry Chambre, “Comptes de Il’entreprise et 
comptes de la nation.” Etudes, July-September, 1954, 
p. 81. 
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tabilitad y economia,” “Premisas para la 
elaboracion de una teoria genuinamente eco- 
nomica del balance,’ etc. Not all of these 
latter contributions are profound, but at least 
they show awareness of these problems in other 
countries. 

These evidences of interest in a universal 
science of accounting are most encouraging. In 
the rest of this paper, I should like to sum- 
marize some specific areas and modes of 
thought which I believe can be fruitfully pur- 
sued in developing a new accounto-economic 
discipline. In an earlier paper,’ I posed the 
interrelations between sub-sections of account- 


ancy and economics as follows: 


Business Accounting<*»Micro-Economics 


1c 
1D 43 
Y 





long run, the accountant is lost in the petty 
thoughts of thousands of technical details, He 
apparently does not believe in the round-about 
process of non-teleologic research. And yet we 
all know that the great contribution of the 
ancient Greeks to pure mathematics lies in the 
fact that they banished every practical appli- 
cation even from so practical a field as geom- 
etry. And the explanation to the puzzle why the 
Romans contributed so little to pure mathe. 
matics is to be found in their all too “practical” 
inclinations. Here is the great danger which 
also threatens the academic accountant. 

® Modern mathematics offers an excellent 


mold in which to cast a more rigorous theory 


Y 
National Income Accounting<*»Macro-Economics 
A 


ty 


Y : v’. ; 
Balance of Payment Accounting<%»Foreign Trade Economics 


Hereby the relation between business account- 
ing and national income accounting, on one 
side, and that between business accounting and 
micro-economics on the other are especially 
emphasized. From this analysis and from some 
reactions to it, I was finally led to the convic- 
tions that: 

® The basic assumptions and conclusions of 
accountancy in general are nowhere clearly 
and precisely formulated. 

® The weak reputation of accountancy is, to 
a considerable extent, due to the neglect of 
fundamental or disinterested research. Even 
academic accountants think too much in utili- 
tarian terms and are not enough obsessed by 
the purely scientific curiosity which has proved 
so useful in other disciplines. Instead of seeing 
the profitability of fundamental research in the 

‘2 J. Rodriquez Lopez, “Contabilitad y economia,” 
Revista Economia (Montevideo), March—May, 1953, 
pp. 643-659. 

‘8 J. M. Fernandez Pirla, “Premisas para la elabora- 
cion de una teoria genuinamente economica del 


balance,” Economia (Madrid), June, 1954, pp. 471- 
488. 

*R. Mattessich, “The Constellation of Accountancy 
and Economics,” Accounting Review, October 1956, 
pp. 551-564. 


of accounting. Here I may add that to my mind 
accounting has developed its own language 
mainly because the mathematics of former cen- 
turies was not in a position to master many 
peculiarities of accounting. Nowadays, how. 
ever, we possess in the theory of sets, of groups, 
in matrix algebra, vector analysis, and even in 
topology, mathematical tools which are well 
suited to reflect all idiosyncracies of account- 
ing. These fields may become very useful in 
pushing accounting ahead into new and prom. 
ising areas. 

* Accountancy has not yet exhausted its 
potential of abstraction; and the development 
of a general basis, valid for all accounting 
systems imaginable, would be an important 
step in this direction. 

* A generai theory of accounting might con- 
ceivably be formulated in various ways, but 
an axiomatic formulation with set-theoretical 
concepts would be most advantageous. The 
mathematicians have been working for more 
than a century to develop a theory of sets, not 
only for themselves, but for us and all the other 


scientists. This set-theory is much better suited 
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for the social sciences than is classical mathe- 
matics, Which grew up at the apron of natural 
gience. It surely would discredit our profes- 
sion if we were unwilling to experiment with 
sch a promising tool only because we are 
sared of mathematics, or too inert to acquire 
the basic knowledge necessary to handle these 


- new implements. 


Naturally, such reflections raise the ques- 
tion of whether these are only empty thoughts 
or whether there exists a possibility of their 
realization. It has seemed logical to me to look 
for answers to these questions by probing into 
the matrix algebraic formulation of accounting 
systems in order to find a starting point for an 
axiomatic system of accountancy. To do this is 
to use the idea that every accounting system 
can be presented in form of an input-output 
table for the purpose of an axiomatic repre- 
sentation. With this idea as a basis, it is pos- 
sible to extract axioms and theorems which 
have validity for all accounting systems, but 
which have never been rigorously formulated 
and proved. This | have attempted to do in a 
general and tentative way in a previous paper” 
(and I hope to be able to present a more closed 
and improved picture in further studies). 

The next step was to explore on one hand 
the way in which mathematical models can be 
used in accounting and on the other hand to 
demonstrate that accountancy is a complex 
theory of measurement and hence is in con- 
formity with modern measurement theory in 
general. The former I tried to do in an explora- 
tory paper under the title “Mathematical 
Models in Business Accounting”;" the second 
in the paper, ‘“Messung, Pradiktion und 


Buchhaltungsmodelle.”"” The 


latter demon- 


"R. Mattessich, “Mathematical Models in Business 
Foundation of Accountancy With an Introduction into 
the Matrix Formulation of Accounting Systems,” 
Accounting Research, October 1957, pp. 328-355. 

“R. Mattessich, “Mathematical Models in Business 
Accounting,” Accounting Review, July 1958, pp. 472- 
480, 


"R. Mattessich, “Messung, Priidiktion und Buch- 


) haltungsmodelle,” Zeitschrift fiir handelswissenschaft- 


liche Forschung, Il, April 1959, 179-193. 
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strates that all four scales of measurement (the 
normative, the ordinal, the interval, and the 
ratio scales) are currently applied in account- 
ing. 

But can we regard the evaluation of goods 
as measurement? Is not the value of a com- 
modity a relation between economic object and 
subject, instead of a quality inherent in a com- 
modity? Although this is so, it is no hindrance 
to measurement as long as one is aware that 
changeable relations are measured and not 
magnitudes fixed once-and-for-all. But is the 
evaluation in accounting not too deliberate? 
Are the scales not too manifold, too elastic to 
gain reliable results? If we are aware, first, 
that every evaluation in accounting is subject 
to a set of evaluation rules and, second, that 
there are various evaluation possibilities at our 
disposal, then the choice of the pertinent set 
of evaluation rules lies beyond the process of 
measurement, or better expressed, precedes it. 
Only after this choice does the chosen set of 
rules assume axiomatic status. From this it fol- 
lows on one side that the reliability of every 
evaluation depends on how realistic the per- 
tinent premises are, and on the other that 
within this framework, evaluation becomes 
measurement. 

We must not forget that in the exact sci- 
ences, too, measurement is frequently open to 
a choice from alternative premises with differ- 
ent degrees of accuracy. If one agrees, for ex- 
ample, to neglect the change in weight of one 
liter of water with changing latitude, or to 
neglect the change in volume with changing 
temperature, one commits an inaccuracy, just 
as the accountant does who ignores minor 
price-level fluctuations. 

We also over-estimate in general the “ab- 
solute” character of physical measurement. I 
think the results of measurement in physics are 
just, or almost, as relative as are those of 
measurement in the economic sciences. In 
physics the length of a yard decreases with 


increasing velocity in space; in economics 
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marginal utility decreases with increasing con- 
sumption. In physics the behavior of a single 
atom is just as unpredictable as the behavior 
of an individual in an economic situation. In 
physics a comparison of the times of two dif- 
ferent loci in universal space is just as illusory 
as is the interpersonal comparison of utility in 
welfare-economics. 

Another aspect of the paper in question is 
the concept of prediction as far a8 accounting 
is concerned. It suggests a distinction among 
different kinds of prediction similar to the 
different kinds of measurement and shows the 
way to a more systematic approach in budget- 
ing. 

Although the task of budgeting always has 
been to find the determinants of the change of 
balances, of various accounts, no one has as yet 
tried to formalize this task by elaborating a set 
of simultaneous equations consisting of ac- 
counting identities combined with production- 
and behavior-functions. | think this considera- 
tion is worth further exploration and it may 
well be that here are the greatest prospects of 
financial planning. 

Also of particular interest in connection with 
such a systematization of the budgeting ac- 
tivity is the question of the extent to which 
coefficient-matrices, as used in input-output 
analysis, can be usefully employed for budget- 
ing purposes. Indeed it seems to be possible to 
go beyond the generalization of transaction 
matrices to a more universal application of co- 
efficient matrices in various branches of ac- 
countancy. 

A further problem which is closely related 
to a universal science of accountancy is the 
international exchange of thoughts in the field 
of academic accounting and accounting re- 
search. One of the essential features of a sci- 
entific discipline is its universal character. This 
fact has nowhere been more neglected than in 
accountancy. Consequently the international 
cooperation of experts in this field is limited to 


relatively rare meetings of practitioners (In- 


ternational Congress on Accountancy) or to 
economists concerned with national income ge. 
counting (International Association for Re. 
search in Income and Wealth). A truly inter. 
national cooperation in general accounting re. 
search is hardly ever heard of and it is shock. 
ing how little the accounting instructor of one 
country or language-area knows about the 
interests, problems, activities, and advances of 
his colleagues from elsewhere. This not only 
leads to narrow-mindedness and a certain hind 
of ignorance not found among the members of 
other scientific disciplines, but also leads to 
duplication in research in that the same, or 
very similar, problems have to be solved jn 
every country, or at least in every language. 
area. 

We realize of course that the practical side 
of accounting is bound to have a national char. 
acter, but is this not even more true for juris. 
prudence? And yet this latter discipline, not 
only in the field of international law but fore. 
most in the field of comparative law, has gone 
much further to attain its universal character 
and its common international basis. The In- 
ternational Association of Comparative Law is 
good evidence for the urgent need of an inter. 
national cooperation in those fields of knowl 
edge which are, due to their very nature, sub- 
ject to national and separatistic trends. If an 
expert on international law (Rudolf von lher- 
ing) asserts that “comparative law is the 
method of jurisprudence of the future,” we 
may well draw an analogy to our own dis 
cipline. 

The facts that such a systematic interna 
tional cooperation among accounting profes 
sors is non-existent and—as it seems—is not 
very much longed for are further evidence 
that the scientific spirit of the academic ac 
countant is still somewhat underdeveloped. 

Another aspect deserves recognition in con 
clusion. Although social accounting in its be 
ginning stage took some ideas from busines 


accounting, it now seems that this creditor } 
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debtor relationship is being reversed, so that 
business accounting will be in a position to 
horrow concepts and ideas from various areas 


of macro-accounting.” This no doubt will ac- 


8R, Mattessich, “Prolegomena zu einer universalen 
Rechnungswissenschaft,” Zeitschrift fiir Betriebswirt- 
schaft, XXVIII, October 1958, 601-613; O. Pichler, 
“Anwendung der Matrizen auf betriebswirtschaft- 
jiche Aufgaben,” Ingenieur Archiv, 1953, No. 2, 119- 
140; O. Pichler, “Anwendung der Matrizenrechnung 
mr Erfassung von Betriebsabliufen,” Ingenieur 
Archiv, 1953, No. 3, 157-175; Klaus Wenke, “Kosten- 
analyse mit Matrizen,” Zeitschrift fiir Betriebswirt- 
schaftslehre, October 1956, pp. 558-576; P. Noregaard 
Rasmussen, Studies in  Inter-Sectoral Relations 
(Kopenhagen: Enar Harks, 1956), 217; Stanley 
J. Sigel, “A Comparison of the Structures of Three 
Social Accounting Systems,” Input-Output Analysis: 
An Appraisal (New York: Princeton University Press, 
1955), p. 371; and Odd Aukrust, “Forsgk p& en 
aksiomatisk behandling av Klassifikasjonsog vurder- 
ingsproblemet,” Nasjonalregnskap (Oslo: Statistical 
Central Bureau, 1955), pp. 80-102. 
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celerate the trend towards mathematization 
and economization of accountancy and will re- 
sult in an effect similar to the one which 
modern mathematics had on geometry. If one 
speaks nowadays of an “algebraization of 
geometry,” it expresses admiration rather than 
contempt for new fields like topology, non- 
Euclidean geometry, and vector analysis. In 
a similar way the economization of account- 
ancy would mean the opening of spaces with 
new dimensions for our discipline. However, 
just as Euclidean geometry still serves the sur- 
veyor, the carpenter, the architect faithfully, so 
our traditional bookkeeping will continue to 
serve the small-business man, the housewife, 
and many others. Let us not forget that every 
future success of accounting ultimately rests 
on the shoulders of the double-entry system. 





Even though its existence is seldom recognized, the company personality has an 
important bearing on the company’s fate—perhaps more important because its influ- 
ence is so rarely recognized. In large measure, this personality consists of a body of 
traditions and assumptions about the nature of the business that are rarely ques- 
tioned—and rarely even put into words. It therefore tends to contain the company’s 
blind spots as well as its unsuspected assets. Like an individual without insight, a 
company whose personality is left unexamined will be likely to keep acting out the 
same predetermined role, unable to react flexibly to changing conditions. 


Saul W. Gellerman 








GEORGE A. STEINER 


What Do We Know About 
Using Long-Range Plans? 


Although we know a great deal about certain techniques neces. 


sary to executing long-range plans, large gaps in our knowl. 


edge still exist. The survey below raises many problems yet to 
be analyzed and solved. 


Despite the recent increase in the popularity 
of the term “long-range planning,” people have 
actually been making long-range plans for a 
very long time—in industry as well as in other 
walks of life. One would think, therefore, that 
we would know a great deal about actually 
using long-range plans once they have been 
made and that the literature for businessmen 
would be replete with articles on how to use 
them. But this is not so. 

True, we seem to know a good deal about 
executing short-range plans. Both theory and 
practice have gone far in this respect. There 
is a large body of case experience containing 
sound generalizations and excellent insights. 
But we as a people, including industry, are 
becoming more and more concerned with long- 
range objectives. Current attention to long- 
range comparative rates of national economic 
growth between the U. S. and Russia is one 
indication of this. In industry, management is 
devoting more attention to time horizons well 
beyond those to which they were previously 
accustomed. In addition, long-range planning 
has grown into a more or less formalized 
process covering a wider range of corporate 
interests than has been traditional. The result 
is that long-range planning today is assuming 


new dimensions and raises issues where our 
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empirical and theoretical base for providing 
answers is not strong. We need, as a result, a 
good bit of new, penetrating study of long. 
range planning. 

The purpose of this article is to survey 
what we know about actually using (not mak. 
ing) long-range plans and, especially, to point 
out certain gaps in our knowledge. With the 
nature of long-range planning as Ccescribed in 
the next section as its point of departure, this 
discussion will turn to (a) the use of long. 
range plans to guide evolving short-term deci- 
sions and, most importantly, the execution of 
those decisions, and (b) two new potential uses 
which I believe are fruitful areas for more 
thought and research. The analysis concludes 
with a few dangers of which managers need to 


be aware. 


NATURE OF LONG- 
RANGE PLANNING 


“Planning” in general is the conscious de- 
termination of courses of action designed to 
reach given objectives. Planning is deciding 
in advance what is to be done, when it is to be 
done, who is going to do it, and how it is to be 
done. Long-range planning attempts to do this 
for extended periods of time. But long-range 


planning embodies much more than a time 
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dimension; it is a continuous process of broad 
scope. It is a way of thinking, a pattern of 
business life." 

The process of long-range planning begins 
with the establishment of basic objectives 
which management wishes to achieve in the 
future. The policies leading to the achievement 
of the objectives are then formulated. Upon 
this basis a program or programs of action are 
prepared. For the purposes of this discussion 


‘ 


let us call the program of action “subsidiary 
plans” or “sub-plans,” and consider the total 
long-range plan to consist of the objectives, the 
policies, and the sub-plans all together. The 
program of action, or sub-plans, may embody 
commitments, in the sense of intent to take 
action at some future time. It may include gen- 
eral procedures of action, such as an evolving 
sales campaign. It may also, and usually does, 
include specific decisions about what is to be 
done immediately, such as to build a research 
laboratory at a specific place at a fixed cost. 

For a company to reach the goals it sets in 
its total plan may take decades. This is the 
nature of long-range plans. Subsidiary plans 
or programs of action usually encompass a 
more limited and definite time period. But this 
time specification is less feasible and desirable 
on basic objectives and policies which reach 
far ahead, 

Objectives are reasonably stable, but sub- 
sidiary plans and programs can be modified 
more readily as events dictate. The objectives 
and policies set the tone, direction, timing, 
environment, and patterns for evolving deci- 
sions to achieve selected objectives. Concrete 
short-range decisions when strung end to end 
should, over time, result in the achievement of 

‘This paper will not delve into determinations of 
what constitutes an appropriate period of time for 
long-range planning. For discussions of this matter 
see: Harold Koontz and Cyril O'Donnell, Principles 
of Management, Second Edition (New York: McGraw- 
Hill Book Co., Inc., 1959), pp. 467-470; “Long-Range 
Planning Pays Off,” Business Record (October 1956) : 
and William FE. Hill and Charles H. Granger, “Long- 


Range Planning for Company Growth,” The Manage- 
ment Review (December 1956). 
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the goals of the plan. As time moves forward, 
short-range events can, of course, indicate a 
need for altering longer-range policies and 
goals. Long-range planning is, therefore, a con- 
tinuous process. It is something like Maitland’s 
view of history—a seamless web, an essentially 
undivided and indivisible fabric.’ 

With this definition in mind it is easy to see 
that when discussing knowledge about using 
long-range plans a number of different things 
may be meant. Concern with execution de- 
pends much upon whether one is talking about 
using objectives, policies, or subsidiary plans. 
It makes a difference what time period is in 
mind. That the process is a continuing one 
creates another dimension so far as execution 
is concerned. 

Naturally, the problems of execution vary 
according to the nature and scope of plans. For 
example, the problems of executing narrow 
long-range plans, such as those concerned only 
with the development of long-range sales goals, 
differ from those of executing broad plans en- 
compassing the major areas of corporate activ- 
ity. A long-range organizational plan is consid- 
erably different in execution, although the 
same basic steps may be followed, from, say, 
a capital expenditure plan. A two-year plan 
differs from a very long-range plan, and the 
two-year plans can vary considerably from one 
industry to another. A two-year plan for the 
airframe manufacturer covering supersonic 
transport, for example, would be so short- 
range as to be useless. On the other hand, a 
two-year product-design plan for a clothing 
manufacturer may be too long-range for effec- 
tiveness. Problems of executing plans having 
quantitative goals and specific procedural re- 
quirements will differ from those of executing 

*For other definitions of long-range planning see: 
Bruce Payne and James H. Kennedy, “Making Long- 
Range Planning Work,” The Management Review 
(February 1958), pp. 4-5; Peter F. Drucker, “Long- 
Range Planning, Challenge to Management Science,” 
Vanagement Science (April 1959), pp. 238-249; John 
Robert Beishline, Military Management for National 


Defense (New York: Prentice-Hall, Inc., 1950), Part 
2; and Koontz and O’Donnell (in note 1), Chapter 21. 
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plans which have qualitative objectives and 
general programs. The problems in use differ 
also between those industries undergoing rapid 
and those undergoing sluggish technological 
changes. Or an industry with relatively stable 
markets may use long-range plans differently 
from one with highly volatile markets. These 
examples by no means exhaust the list of dif- 
ferent types of plans. But differences in types of 
plans, what management expects them to do, 
and the ways in which they are developed have 
an important bearing on how they are and can 
be used. 

Various characteristics of an enterprise also 
bear upon the problems of using long-range 
plans. For example, an organization having 
much experience with effective long-range 
planning will have built up certain methods 
and procedures, but a company just beginning 
in this process will need to develop procedures. 
A company in which the top management has 
a strong interest in making and using long- 
range plans will have different problems in 
executing them from one in which management 
is lukewarm about the whole thing. Similarly, 
attitudes of management about general or 
narrow participation in the formulation of 
long-range plans will affect their use. 

Problems of executing long-range plans and 
the uses to which the plans are put will also 
depend somewhat upon how well the making 
of the plan and the using of it are meshed to- 
gether. Using a long-range plan does not begin 
with the end of the making of the plan. In a 
great many subtle ways, the apparatus for mak- 
ing plans and the apparatus for executing them 
need be correlated for better results. Ginzberg 
and Reilley point out, so far as organizational 
plans are concerned, “the formal announce- 
ment can be compared to a wedding ceremony; 
the important understandings have been 
worked out previously.” This happy state is 
not, of course, true in all cases, but the point 


*Eli Ginzberg and Ewing W. Reilley, Effecting 
Change in Large Organizations (New York: Columbia 
University Press, 1957), pp. 82-83. 





is a good one. From another point of view, no 
manager can control who has no plan. Kintner, 
in his excellent little book about the Pentagon, 
says the major problems of planning in that 
colossal organization center on_ this very 
problem of meshing the making and the execu. 
tion of plans.‘ The making and using of plans 
is a continuous, interrelated, and malleable 
process. 

In light of all these variables and problems 
posed by the very nature of long-range plan. 
ning, there can hardly be a single method for 
using and executing long-range plans. This jg 


so because the nature of planning differs 





among companies—types and objectives of 
plans differ, and various characteristics of in. 
dividual enterprises differ. We are in need of 
empirical research which will tell us precisely 
what type of long-range planning is or is not 
done in different types of enterprises before 
we can lay out any precise guide lines which 
are generally applicable for using long-range 
plans. (I might add that we need also a wi- 
versally accepted definition of just what long. 
range planning is if we are to develop much in 


the way of guide lines for using plans.) 


METHODOLOGY FOR USING 
LONG-RANGE PLANS 


In discussing problems of using long-range 
plans, we are concerned with what is necessary 
to be sure the objectives of the plans are 
achieved—a many-sided problem indeed. But 
I wish to dwell on two in particular. First is 
the matter of carrying out decisions which are 
made for immediate implementation—the sub- 
sidiary plans. When a decision is made to take 
an immediate concrete action, such as to erect 
a building, execution of the plan moves into a 
traditional control phase. This becomes largely 
a matter of setting up appropriate control 
machinery. Second is using the total plan asa 
framework for guiding evolving decisions. 


‘William R. Kintner, Forging a New Sword (New 
York: Harper and Brothers, 1958), pp. 74-80. 
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Problems of using the plan in the second sense 
are considerably different from and knottier 
than in the first area. 


Traditional Control Machinery 


On the whole, the art of executing plans inso- 
far as carrying out decisions made for immedi- 
ate implementation is rather well developed; 
for this is primarily a matter of control, an 
area of management in which the literature on 
theory as well as on a wide variety of tech- 
niques is voluminous and readily available. 
This aspect of the problem, therefore, need not 
detain us—except to cite some major gaps in 
control methodology in certain functional 
areas. 

The process of control is rather generally 
understood as consisting of stating clearly the 
objective of the control, preparing a pro- 
cedure to assure conformance to plan, measur- 
ing and appraising results, analysing devia- 
tions, and taking corrective action. The variety 
of procedures, including standards of perform- 
ance, to control different activities in industry 
is extremely large and ingenious. The cash 
budget is an example of a sophisticated control 
device both widely and effectively used. 

Because of the multiplicity and peculiarities 
of different enterprises, functions, and levels of 
control, as well as the multiplicity of control 
standards and procedures available, no speci- 
fic guides can be given here. The literature is 
full, however, of tools and principles that can 
be used. Although the principles of applica- 
tion have not received sufficient attention, some 
texts deal with this matter in considerable 
detail. 

In different functional areas, however, we 
are still some distance from knowing exactly 
how to exercise necessary control—even when 
specific current decisions are made in con- 
formance with plans. For example, suppose an 
enterprise decides to increase substantially its 


research and development program but wishes 


"See, for example, Koontz and O'Donnell (note 1), 
tasily the best general treatment. 
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to assure that its research dollar will yield at 
least so many dollars in future sales. There is 
nothing wrong with setting a goal like this. 
But the precise methodology to assure that the 
goal is achieved is not very clear today. To 
take another example, suppose a company de- 
cides to expand both through merger and in- 
ternal growth. To the extent that a quantitative 
goal can be set, results can easily be checked. 
But how does one go about executing the in- 
itial decision? What are the proper steps be- 
tween the basic decision and achievement of 
the goals? 


Using Long-Range Plans to Guide 
Evolving Decisions 


Using long-range plans as a framework for 
continuous decision-making presents a great 
variety of problems. Some of these problems 
and what might be done about them are 
treated briefly below: 

* Obviously, we need to integrate short- and 
long-range plans. Short-range plans should not 
be made and carried out unless they contribute 
to long-range goals. But there are in fact many 
instances where short-range decisions, by fail- 
ing to take into account long-range objectives, 
serve to thwart rather than facilitate achieving 
the future goals. Short-range decisions which 
for the sake of expediency fail to replace ob- 
solete machinery very likely can jeopardize 
longer-range goals to cut costs, increase pro- 
ductivity, or raise share of market. There are 
many other short-range decisions which can 
cut back or increase sharply expenditures and 
will have important implications for future 
activity.” 

Some companies resolve the problem of con- 
trolling short-range expenditures in conform- 
ance with long-range plans by linking to the 
long-range plans a two- to five-year operational 
plan. The essence of the latter is a budget show- 
ing expenditures required to reach short-term 
objectives. Finance men would be happy, and 


* See Peter F. Drucker, The Practice of Management 
(New York: Harper and Brothers, 1954), p. 85. 
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I think they are correct, if such budgets also 
contained information for additional years on 
additional expenditures required beyond the 
budget period not only to reach longer-range 
goals but to continue commitments made in the 
short-range budget. In this way, the total im- 
pact of current expenditures, as well as rela- 
tions to long-range goals, can be pictured. 

A good bit is known about how to mesh 
plans with different time dimensions when 
items can be reduced to financial terms. For 
other areas of corporate activity, however, new 
methods and techniques may be required for 
a better relationship between short-range plans 
and long-range goals. I refer, for example, to 
management training, product development, 
public relations, and research and develop- 
ment. The broader the long-range planning, 
the more these areas are covered and inte- 
grated in the process. 

There is a major problem in relating short- 
and long-range plans which grows out of the 
necessity for integrating decisions at various 
organizational levels in an enterprise with the 
long-range plans. Long-range plans, as noted 
above, provide a model within which detailed 
sub-plans are formulated and decisions made 
as required. In larger corporations especially, 
these decisions can be made at lower levels of 
management and may have a major impact on 
the evolving position of the enterprise. We 
know very little about how this plexis of de- 
cision-making should be interrelated. We are 
equally ignorant of where the lines of demarea- 
tion lie among establishing long-range plan- 
ning goals, short-range top-management plan- 
ning decisions, and narrower decisions of a 


purely executory type.’ 


* Another problem area is that of coordinat- 


ing plans at top levels with respect to timing, 


*See Herbert A. Simon, Administrative Behavior, 
Second Edition (New York: The Macmillan Company, 
1957), pp. 196-197; and “Why Do Companies Grow?”, 
American Management Association Management Re- 
port No. 3, Planning Ahead for Profits (1958), pp. 
145-146, report of the Stanford Research Institute, 
Menlo Park, California. 





incompatibilities among goals, and preferred 
methods for executing different types of plans, 
I am not sure whether this is a problem of 
making or using plans. Long-range plans 
should exist for all major activities of an enter. 
prise. In making them, of course, coordination 
of goals is an important problem. The problem 
is one not only of balancing immediate with 
long-range objectives, but also of securing bal. 
ance among the long-range objectives.’ There 
is no formula for coordinating objectives, 
balancing incompatibilities among them, and 
settling upon their proper execution.’ 

Assuming the development of suitable long. 
range plans, a major problem for management 
relates to the timing of execution. It is one 
thing to lay out a future course of action and 
quite another to decide upon the proper 
sequence of decisions to carry out the plan, 
Proper timing depends upon the nature of the 
goals, the means to achieve them, and the cir- 
cumstances surrounding the current decisions 
needed. There are no formulae for resolving 
this problem of execution. 

This problem relates closely to that of secur- 
ing appropriate flexibility in long-range plan- 
ning. This means, in the words of Koontz and 
O’Donnell, “...the ability to change a plan 
without undue cost or friction, to detour, to 
keep moving toward a goal despite changes in 
environment or even failure of plans.”” Here 
is the problem of making plans adaptable to 
changing conditions. It is a timing problem. 
But it is also more than that. It involves a re- 
appraisal of current decisions in light of 
present as well as future events. It encompasses 
psychological resistances as well as procedural 
inflexibilities within the firm.” 

There is no doubt in my mind that effective 

*See Drucker, The Practice of Management (note 
6), pp. 86-87; and Marshall Dimock, A Philosophy of 
Administration (New York: Harper and Brothers, 
1958), p. 126. 

* See George A. Steiner, Government’s Role in Eco- 
nomic Life (New York: McGraw-Hill Book Co., Inc. 
1953), Chapter 10. 


Koontz and O'Donnell (note 1), p. 471. 
" Koontz and O’Donnell, pp. 573-575. 
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planning requires that flexibility be a major 
consideration in using plans. But just how does 
one insure a flexibility that balances dangers 
of delay against dangers of too hasty action or 
frozen plans? Can flexibility be built into plans 
at reasonable cost? 


¢ Another important problem relates to the 
role of individuals in making as well as using 
plans. We are now finding out many new things 
about how individuals behave in groups, how 
they may be best motivated, and under what 
circumstances they may be most amenable to 
different tactics in executing plans. Widespread 
participation in both the formulation and exe- 
cution of planning, we know, is much more 
likely to result in effective use of the plan than 
limited personal association with the process. 
When individuals understand plans, they are 
less likely to resist them than when they do not. 
We know that individuals display a natural 
resistance to change which needs to be over- 
come for better execution of plans. 

A variety of problems for research suggest 
themselves in this area. One concerns the trust 
amanager places in his staff as compared with 
his own judgment. In his book, Forging a 
New Sword, Kintner noted this problem in 
connection with military planning. He said 
some businessmen appointed to high govern- 
ment posts simply did not believe intelligence 
reports about Russian scientific advances. As a 
consequence, plans were not laid on the basis 
of specialists’ knowledge.” I do not know how 
to lick this problem. But it has the characteris- 
tics of a fertile field for investigation. 

Another problem concerns the conflict be- 
tween the need for greater participation in 
planning (that is, if over-all plans are to be 
the framework for decision-making) and the 
fact that long-range plans are often so confi- 
dential and important that it is risky to bring 
into the final decision- or commitment-making 


process those who might resign and join com- 


“Kintner (note 4), p. 76. 
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petitors. How can these two considerations be 
reconciled ? 

There are devices by which some companies 
seek to resolve the problem of personal partici- 
pation in planning. Among these are planning 
staffs, so-called “bottom-up” planning, “grass 
roots” budgeting, management clubs, and a 
general effort through various organizational 
and personnel policies to instill a sense of par- 
ticipation in plans involving the destinies of 
the enterprise. All these have been effective, but 
I feel much fruitful work can be done in de- 
veloping new techniques, refining old tech- 
niques, and getting deeper knowledge of what 
part individuals should play as individuals in 
improved planning.” 

* Naturally, the more quantified planning 
goals are, the easier the execution of the plan 
will be. This is so simply because the art of 
controlling action with a quantitative objective 
is more highly developed than that for con- 
trolling action with a qualitative goal. This 
subject of developing better measures of what 
it is we wish to do in an enterprise is still on 
the frontier of knowledge. It is only recently 
that corporations are getting into the habit of 
trying to define the purpose of their businesses. 
The result is a rash of creeds or philosophies. 
Although these are not long-range plans, they 
do constitute a major base from which long- 
range planning goals and programs are de- 
veloped. These creeds, as one might expect, 
are expressed in broad and general, often 
vague and nebulous, terms." 

Problems naturally arise in trying to quan- 

'’ For a discussion of parts of this broad problem, 
see Herbert A. Simon, Donald W. Smithburg, and 
Victor A. Thompson, Public Administration (New 
York: Alfred A. Knopf, 1956), Chapters 20 and 21; 
Harold Leavitt, Managerial Psychology (Chicago: 
University of Chicago Press, 1958); Koontz and 
O'Donnell, pp. 569-571; and H. Edward Wrapp, 
“Organizing for Long-Range Planning,” Harvard Busi- 
ness Review (January-February 1957), pp. 37-47. 

™ See Stewart Thompson, Management Creeds and 
Philosophies, Top Management Guides in Our Chang- 


ing Economy, Research Study No. 32 (New York: 
American Management Association, Inc., 1958). 
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tify purposes and objectives in long-range 
plans. For example, all businesses set as their 
primary goal, or they should, making a profit. 
But how much profit, when, and in relation to 
what? All firms wish to grow. But how much, 
when, and in relation to what? Matters such as 
these can be quantified. But there are many 
other goals of business planning that may defy 
quantification. I refer to such objectives as 
more management training, improved em- 
ployee incentives, better public relations, keep- 
ing abreast of or bettering existing levels of 
technical competence, or new product develop- 
ment to maintain growth. As Peter Drucker 
has pointed out, in many areas we are at the 
point of beginning to know what to measure 
but we have not yet found out too much about 
how to measure it.” 

Applying measurements to major goals of 
long-range plans is not a matter of transform- 
ing qualitative concepts into numbers. It is 
rather a problem of building up a theory, data 
and information, interrelationships, and mean- 
ingful measures. To illustrate, we are now 
hard pressed to establish meaningful quantita- 
tive goals for maintaining technical compe- 
tence in research and development in a busi- 
ness firm. In time, this problem will be licked. 
We shall know in the future what constitutes 
a reasonable research and development effort 
in relation to current and prospective sales, to 
expenditures on other alternative investments, 
and to needed product growth. We shall know 
more precisely where and how research and 
development fits into a growing business. When 
we reach this point, planning goals can be 
made far more quantitative and realistic than 
is possible today, and the methodology for 
using plans as a framework for continuous 


decision-making will be that much clearer. 


® Evaluation of the results of long-range 
planning merits attention. Until such time as 
goals are all quantitative—and that is a long 


* Drucker, The Practice of Management ‘in note 
6), Chapter 7. 


way off—problems of evaluation will be very 
difficult. This is particularly true in such areas 
as public relations, raising the level of manage. 
ment competence, improving employee morale, 
securing greater employee loyalty, and keeping 
abreast of the technology in which the major 
products of the firm fall. 

Planning is a process whereby recommenda. 
tions are presented to higher management 
levels and decisions are made which flow down 
the management chain. We know practically 
nothing about the impact of staff recommenda. 
tions on higher-level management decisions, 
Part of this problem, too, is balancing the costs 
of planning in relation to the benefits. Planning 
is a rather expensive undertaking, particularly 
if the plan is so broad that it encompasses the 
major elements of the enterprise. It should be 
a firm principle that the costs of planning 
should not be greater than the value or benefits 
from the plan. But again we come to the ques- 
tions of how can the benefits be measured? 
How can the costs be measured? How are they 
related? Top management needs to know much 
more about measuring costs and evaluating 
results of long-range planning in order to im- 


prove the making as well as execution of plans, 


® Part of, but not all these problems, could 
be resolved if we knew what constituted an 
ideal long-range planning structure for differ- 
ent-sized companies in different industries. 
Recent surveys show that not all companies 
engage in formal long-range planning.” Among 
those that do, there are wide variations in the 
subject of long-range planning. One study,” 
for example, showed that out of 424 companies, 
47 per cent reported no long-range plans, 
Among those responding affirmatively, sales 
plans were reported by 63 per cent. In descend- 
ing magnitude of experience were plans on 

See, for example, “How Management Tackles 
Advance Planning,” Management Methods (January 
1958); “Long-Range Planning Pays Off,” Business 
Record (October 1956) ; Burnard H. Sord and Glenn 
A. Welsch, Business Budgeting (New York: Control- 


lership Foundation, Inc., 1958), Chapter 5. 
" Sord and Welsch (in note 16). 
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capital expenditures, profits, cash, expense, and 
research, with the last reported by 34 per cent 
of the respondents. Other types of plans, by 
inference, were conducted by even fewer re- 
spondents. The study also showed great varia- 
tion in the extent of use of plans among differ- 
ent types of enterprise and among different 
sizes of enterprise. For example, 90 per cent 
of the public utilities reporting had long-range 
capital expenditure plans, compared with 40 
per cent of the finance and insurance firms 
reporting. 

We need empirical studies as well as theo- 
retical inquiries into the sort of long-range 
planning program required for different indus- 
tries and firms. What should be the substance 
of plans? How should different areas be re- 
lated? How long should the planning period 
be? These are questions associated with the 
formulation of plans, hence somewhat outside 
the scope of this paper. Yet, the use of plans 
as guides for decisions obviously would be 
clearer and easier were such structures known 
and proved. Henri Fayol almost half a century 
ago outlined a structure of planning in a large 
enterprise.” This needs to be brought up to 
date, incorporating new knowledge about 
planning and enterprise needs of today and 
tomorrow. 


* Partly because of the newness of more 
formalized long-range planning of rather wide 
scope, and partly for other reasons, proper or- 
ganization for long-range planning is by no 
means a settled issue. Questions such as the 
following (dealing with both making and using 
plans) need answers: Where should long-range 
planning be done? At what levels in a corpora- 
tion should different parts of the program be 
handled? Should long-range planning be 
centralized in a formal group, or carried out by 
other arrangements, or both? Should there be 


acentral programming group, or groups, to 


“General and Industrial Management, translated 
fom the French by Constance Storrs (London: Sir 
lsaac Pitman & Sons, Ltd., 1949). 
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coordinate work with other planning activities 
of a company? What sort of talents should be 
focused on the formal programming process? 
How large should programming staffs be? Just 
what should they do? To what extent should 
programming staffs get involved in follow-up 
and control? 

I know there is a great body of organiza- 
tional theory and principles which exists to 
guide long-range planning organization. New 
and fresh thought in this area is indicated, 
however, for tested answers to many important 
planning organization questions are not now 
available. 

® Another major problem grows out of the 
need for executing simultaneously numerous 
plans. In practice, so far as I know, there are 
few comparatively long-range plans that en- 
compass all major areas of corporate activity. 
And even when there are such programs, the 
detailed subsidiary plans cover a multitude of 
activities, such as product marketing, advertis- 
ing, research and development, raw materials, 
management training, cost reduction, plant 
location, diversification, capital expenditures, 
and cash requirements. Meshing such plans as 
these with one another, and within the larger 
long-range planning program, is a difficult 
problem. 

* A number of the problems above might 
well be explored profitably by the development 
of quantitative laboratory models, as suggested 
by Platt and Maines.” Table and other type 
gaming might also prove useful. The military 
have long used gaming techniques to resolve 
tough planning problems. In the United States 
there is an annual nation-wide game called 
Operation Alert by means of which long-range 
plans of the government in mobilization pre- 
paredness are not only tested but, through the 
game, needed types of and ingredients for long- 
range plans are developed. Here is a broad area 

” William J. Platt and N. Robert Maines, “Pretest 


Your Long-Range Plans,” Harvard Business Review 
(January—February 1959). 
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where I feel operations research-minded peo- 
ple may make distinct contributions to the art 
of long-range planning. 

I realize that these problem areas are inter- 
related. But I think each also is distinct. At 
any rate, in all of them real challenges exist for 
both the student and practitioner of long-range 
planning. 


NEW USES OF LONG- 
RANGE PLANNING 


The basic uses of long-range planning, as 
noted above, are to establish long-range objec- 
tives of the enterprise, and to provide execu- 
tion machinery for achieving the objectives in 
the most efficient and effective fashion. 

So useful a device is long-range planning 
that it is capable of performing a number of 
other unique services to a business. I want to 
outline in this section two uses which have re- 
ceived comparatively littlk—if any—attention 


either in theory or practice. 


Periodicity Phenomenon 


All life displays observable patterns of 
growth and development. Civilizations show 
patterns of evolution which are more or less 
predictable. Institutions within a culture also 
undergo patterns of change. There is a rhythm 
in life which is characteristic of life. This is 
true of a corporation and its parts as well as 
living things. Within the larger patterns of 
evolution is a process which Kenneth Boulding 
calls “ecological succession.” This is a process 
of introducing new ideas, institutions, and 
techniques into an organization which eventu- 
ally will displace the old organization com- 
pletely or permit the rise of new growth. 

We need to know much more about episodic 
changes which have taken place and are likely 
to take place in industry and products. This 
field for business has only recently received 
attention.” 


” Kenneth E. Boulding, The Organizational Revolu- 


tion (New York: Harper and Brothers, 1953), pp. 
XXi-XXiv. 
™ See Platt and Maines (in note 19), p. 125; and 
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The individual business can profit by under. 
standing potential episodic changes in_ jt 
major elements—sales, profits, capital expendi. 
tures, product development, organization, 
management talent, manpower—to find pos. 
sible future patterns. A management armed 
with a prospective pattern of change in cor. 
porate life will be in a much better position to 
cope with change. 

Not only is the literature on this subject 
sparse, but the mechanisms for incorporating 
this sort of examination in long-range planning 
are not very clear. I have the feeling, however, 
that research in this area will pay substantial 
dividends to the business that does it well. The 
process of long-range planning seems to me 
to be an excellent device to get at periodicity 
phenomena to which all businesses are sub. 


ject. 
Communications System 


As noted elsewhere in this paper, decisions 
in all but the smallest enterprises are made 
throughout the chain of command. Top man. 
agement does have the final say, of course; but 
in today’s enterprises, particularly the larger 
ones, the organization is filled with highly 
skilled professional and knowledgeable per- 
sonnel who constantly make decisions. They 
make decisions which affect economic charac. 
teristics, risks, profits, and survival patterns of 
the entire enterprise. The larger an enterprise, 
the more likely will more important decisions 
be made at lower levels in the administrative 
chain.” 

Unless there is a carefully laid out system 
of communication in this situation, a “plan 
ning gap” will result, to use the phraseology of 
Dwight E. Robinson, “Fashion Theory and Product 
Design,” Harvard Business Review (November-De 
cember 1958). 

* This is a phenomenon I pointed out some time 
ago with respect to government administration. See 
Steiner, Government’s Role in Economic Life (in 
note 9), pp. 373-374. Peter F. Drucker more recently 
noted this in “Long-Range Planning, Challenge to 
Management Science,” Management Science (Aptil 


1959), p. 242. The situation is also well described in 
Koontz and O’Donnell, pp. 567-569. 
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Koontz and O'Donnell. The existence of this 
gap denies to those at lower levels the guidance 
which those at the top should provide and at 
the same time denies to those at the top a com- 
prehension of the actions and thinking of those 
at lower levels. What is needed, of course, is a 
system whereby these flows of communications 
are integrated, directed, and controlled. As 
Peter Drucker suggests, only a long-range plan 
can provide the needed synchronization.” 


ANCILLARY USES OF 
LONG-RANGE PLANS 


In many ways, the various ancillary uses of 
long-range plans now to be discussed are sub- 
parts of this concept of a communications 
system. Many of these uses are recognized and 
consciously or unconsciously applied. They 
are included, however, because we need to 
know much more about them. Most of the 
areas noted I have treated elsewhere and there- 
fore shall mention them only briefly here.* 

First, long-range planning provides a unique 
opportunity for top management to watch sub- 
ordinates perform in a difficult area that grows 
in importance as individuals rise in the chain 
of command. As a result of such observation, 
an opportunity is provided higher management 
to coach and train subordinates to overcome 
planning weaknesses. The planning process 
also provides an unexcelled opportunity for 
observing technical staff and giving them re- 
quired guidance. 

*Drucker, “Long-Range Planning, Challenge to 
Management Science” (note 22), p. 242. 

*See L. Eugene Roo. and George A. Steiner, “The 
Lockheed Aircraft Corporation Master Plan,” in Long- 
Range Planning for Management, ed., David L. Ewing 
(New York: Harper and Brothers, 1958), pp. 149- 
156. Others who have treated the ancillary benefits of 
planning are: H. Edward Wrapp, “Organizing for 
Long-Range Planning,” Harvard Business Review 
(January-February 1957), pp. 37-47; E. Dorsey 
Foster, “The Role of Economic and Market Research 
in Long-Range Planning,” in Planning Ahead for 
Profits, Management Report No. 3 (New York: Ameri- 
can Management Association, 1958), p. 34; and Meyer 
Kestnbaum, “The Essential Components of Business 
Planning,” in Planning the Future Strategy of Your 


Business, ed., Edward C. Bursk and Dan H. Fenn, Jr. 
(New York: McGraw-Hill Book Co., Inc., 1956). 
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Second, when taken seriously, long-range 
planning forces top management to devote at- 
tention to longer-range matters, which other- 
wise might be neglected, to resolve short-range 
problems. 

Third, long-range planning provides an ex- 
cellent technique to get at the problems which 
are of major concern to the life of an enter- 
prise. It is a mechanism for brushing aside the 
unimportant to get at what is really strategic 
to healthy growth and survival. 

Fourth, long-range planning opens up new 
horizons for further exploration. The planning 
process should bring to light problems which 
may now be unimportant but which are likely 
to assume great importance in the future. Ex- 
amination of these problems now should put 
a company in a much better position to resolve 
them later. 

Fifth, long-range planning provides a frame- 
work for organizing value judgments. Attempt- 
ing to perceive the future and developing plans 
to overcome problems ahead require the col- 
laboration of many different talents. A long- 
range planning process is a useful device 
for organizing, measuring, and coordinating 
judgments and facts. In addition, this process 
tends to put into proper perspective the atten- 
tion paid to an extreme position held by a 
forceful personality. 

Sixth, long-range planning is a mechanism 
for clarifying thought about many areas of 
communications. I am not thinking of struc- 
ture here so much as the use of words, ideas, 
concepts, and lines of reasoning. Long-range 
planning can be a useful device for fixing the 
meaning of important and generally used 
words, tools, methods, and concepts. The prob- 
lem of communication, as noted above is, of 
course, wider than semantics. 

I have called these matters “ancillary bene- 
fits” of planning, or uses, which derive from 
planning done for other more specific and 
usual business purposes, such as determining 
where a firm wants to go and then planning 
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to get there. The two sets of uses are, of course, 
closely connected. The so-called ancillary uses, 
however, can be of considerable significance 
if recognized, studied, and nurtured. They can 
be important not only to the better use of plans 
as instruments for bridging the present and 
future, but in creating a more cohesive and 
single-purpose physical and human organiza- 
tion to achieve company economic and techni- 


cal goals. 


SOME DANGERS TO AVOID IN 
LONG-RANGE PLANNING 


An examination of knowledge about using 
long-range plans ought to include dangers to 
avoid, beyond what has been stated or implied 
in the previous discussion. In noting the fol- 
lowing dangers I do not mean to underestimate 
the acumen of those engaged in long-range 
planning. For the most part, people are prob- 
ably aware of the dangers. The point in noting 
them here, however, is that the dangers are 
sometimes traps not because they are unrecog- 
nized, but because ways to avoid them are not 
clear. Sometimes, of course, the dangers may 
simply not be recognized. 

First is assuming that planning decisions 
will be carried out without machinery for im- 
plementation. I remember well in the early 
operation of the War Production Board how 
top policy decisions were made about priorities 
and allocations of material without adequate 
machinery for carrying them out. In this case, 
as in like cases, policy was made in a vacuum. 

Second are inflexibility in planning at one 
extreme and abandoning the plan under pres- 
sure at the other extreme. Enough has been 
said above about flexibility in planning. A 
word might be added on abandonment. A tem- 
porarily gloomy business outlook creates 
strong pressures for abandoning or seriously 
modifying plans. Wise managements will re- 
view the timing of plans in periods of stress 
but will avoid abandonment unless clearly in- 
dicated. 
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Third is confusing background studies and 
forecasting with planning. A long-range plan 
has specific objectives and sets forth steps to 
achieve the objectives. A forecast is a projec. 
tion of future trends. To mistake one for the 
other can be dangerous. A plan takes a fore. 
cast as given, together with many other consid. 
erations, and determines feasible goals and 
means to reach them. As events differ from 
forecasts, planning steps are altered, but not 
necessarily the broad objectives. Good plan. 
ning requires continuous checking on events 
and forecasts and consequent modification of 
plans and courses of action toward goals. Sim. 
ilarly, background studies of particular sub. 
jects—consumer habits, capital markets, or 
marketing a product, for example—are not 
plans unless they contain the attributes of 
plans and are executed as plans, 

Fourth, this section cannot be completed 
without observing that although my emphasis 
has been on what we do not know about exe- 
cuting plans, the technique for using plans in- 
cludes a great many principles of planning and 
control which provide firm bases for action, 
Literature has dealt at length with these.” To 
ignore the principles we have is to court grave 
danger. But like other aspects of using plans, 
many of the principles of planning which have 
been developed need refinement to secure their 


applicability under varying circumstances. 


CONCLUDING REMARKS 


In short, although long-range planning in 
industry is not altogether new, it has grown 
tremendously in scope, importance, and com- 
plexity. Our knowledge about the process of 
using and executing long-range plans is in- 
adequate. This article has attempted both to 
highlight some of the important things we 
know about using long-range plans and to call 


attention to the huge gaps in our knowledge. 


* See, for example, Koontz and O’Donnell; and 
Harold Koontz, “Management Control: A Suggested 
Formulation of Principles,” California Management 
Review (Winter 1959). 
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Long-range planning is a process of estab- 
lishing basic objectives, policies to achieve 
these objectives, and specific short-range sub- 
sidiary plans which will, when strung end to 
end over time, assure the achievement of goals. 
An analysis of how we execute these and the 
uses to which we put them depends not only 
upon which part or parts of this process is in 
mind but also upon such matters as scope of 
the plan, problems which the plan is designed 
to resolve, management attitudes, and so on. 
There is not even a universally accepted defi- 
nition of long-range planning, let alone stand- 
ard methods for using the process. 

This article has emphasized the state of 
knowledge about using long-range planning 
goals and policies to guide the making of spe- 
cific decisions in current subsidiary plans. 
Nine major problem areas have been raised. 
Executing short-range plans, as a part of the 
long-range planning process, was discussed 
more lightly because of our better how-to-do-it 
knowledge. 

Some important new uses for the long-range 
planning process, and a half dozen important 
ancillary uses of the process, have been cited 


as fruitful sources of research, and we have 
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touched upon four major pitfalls to trap the 
unwary. 

Long-range planning is not something that 
one suddenly decides to do, and to perfect 
quickly, in the absence of past experience in the 
job. For a company just starting in this work 
the ancillary uses discussed in this article may 
be the most important immediate product and 
well worth the cost. As long-range planning is 
perfected, the ancillary uses will remain signi- 
ficant but will probably become overshadowed 
by the more important direct values of the 
process to the enterprise in setting and achiev- 
ing goals. 

For management to polish the long-range 
planning process to the point where it fulfills 
all that is expected of it, a good bit of research 
and experience is needed. Important areas for 
this research have been set forth here. Yet the 
holes in our knowledge should not discourage 
us from making long-range plans. On the con- 
trary, enough is known to make the process 
valuable to any enterprise. And the more at- 
tention paid to weak spots in knowledge, and 
the greater the actual experience, the more 
effective will be the process in achieving com- 
pany goals at lower costs. 








